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CONSTRUCTIVE ACCOUNTING 


Constructive Accounting is a modern text with an ideal balance of theory and practice; 
it approaches the study of accountancy easily and logically. Every principle is supported 
by actual practice, which makes it a permanent part of the foundation work. 


The text is written in a clear and interesting style; subjects are taken up in logical 
sequence. Procedures are definitely outlined step by step, and illustrated with practical 
concrete cases. Problems, theory questions, and laboratory work in the practice sets are 
designed to fix firmly in mind the accounting principles previously discussed. 


ADVANCED ACCOUNTING 


This publication, which follows Constructive Accounting, covers the more advanced 
accounting principles. In the treatment of the various subjects in the text, the principle 
is first set up as a basic proposition immediately followed by a thorough discussion and 
analysis with illustrative examples to facilitate a ready grasp of the principle and the 
right procedure. This method of treatment is logical, practical and interesting: First, a 
statement of pe pag second, a thorough discussion of the principle; and third, illus- 
trative examples of a very practical character. 


COST ACCOUNTING 


Cost Accounting treats in detail the principles and methods of factory cost accounting. 
The aim of the work is two-fold: To teach cost accounting principles and to train the 
student in their practical application. Attention is also given to those phases of industrial 
management necessary to the installation and operation of a modern cost system. 


OTHER WALTON PUBLICATIONS 


Auditing Walton Examination Coaching 

Mergers and Consolidations Federal Income Tax Accounting 
Business Law Series Office Procedure and Practice 

Business Law Cases Mathematics of Accounting and Finance 
Answers to Business Law Cases Elements of Business Law 


We shall be glad to send the above texts for 90 days’ 
examination without obligation. 


WALTON PUBLISHING COMPANY 


332 South Michigan Avenue, Chicago, IIl. 
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PUBLIC-UTILITY DEPRECIATION IN ITS 
RELATION TO THE RATE BASE 
W. S. Kress 


depreciation accounting in public 

utilities have long been the source 
of much controversy between the utilities 
and the state. Some of the differences cen- 
ter around the depreciation concept itself, 
some merely around the methods of calcu- 
lating depreciation, some relate to the ap- 
plication of depreciation to specific situa- 
tions and some to the accounting for de- 
preciation. The opinions upon the part of 
those who assume the responsibility for 
operating the railroads are quite different 
from the opinions of those who are con- 
nected with other types of public utilities. 
The point of view of the utilities has some- 
times been completely at variance with 
that of the regulating commissions and the 
courts and from the opinions expressed by 
the federal, state, and local agencies. In 
fact frequently there has been no satis- 
factory agreement among any of the 
parties involved. 

The problem has been complicated by 
the unwillingness of some to recognize de- 
preciation at all' and by the insistence on 
the part of others that reproduction cost 
should be the fundamental element in the 
trate base determination, and in the deci- 
sion made relative to the amount of the 
depreciation charge.” It has been compli- 


of capital assets and 


1 J. E. Allison, “Report on Southwestern Telegraph 
and Telephone Co. at San Antonio, Texas,’’ St. Louis, 
1918, pp. 29, 30. H. E. Riggs, “Depreciation of Public 
Utility Properties,’’ New York, 1922, p. 74. In general 
it may be said that the railroads refuse to accept the 
idea of depreciation. 

? The United Railways and Electric Co. of Baltimore 
v. Harold E. West et al, 280 U. S. 234. See also W. S. 


cated by unstandardized terminology, by 
court decisions, by the briefs submitted in 
behalf of the corporations and the govern- 
mental bodies, and by the opinions of the 
public service commissions. It has been 
still further complicated by using one 
amount of depreciation for total charges to 
operating expenses and another, a smaller 
amount, or none at all, for deductions in 
calculating the rate base.* A generalized 
statement of sound procedure has been 
hard to formulate, because the application 
to specific companies is so varied. The type 
of rate base—depreciated, partially depre- 
ciated, or undepreciated—the existence or 
nonexistence of depreciation accounting, 
and the creation or noncreation of a de- 
preciation fund, are all factors which have 
made it difficult to visualize the matter. 
Therefore, one should not be surprised to 
find cases where injustices have arisen, be- 
cause of an improper treatment of depre- 
ciation in the determination of the rate 
base and in the fact that these injustices 
have frequently not been recognized by 
the commissions, courts, utilities and the 
public, even though they have to some ex- 
tent been noted in the literature of the 
subject.‘ 


Krebs, ‘Utilities Case May Affect Industrial Account- 
ing,” The American Accountant, May, 1930, pp. 207, 8. 

* The telephone companies favor depreciation as an 
operating expense, but are opposed to any deduction 
for depreciation in calculating the rate base. I. C. C. 
Report #14700, #15100 July 1931, p. 398. See also J. 
C. Bonbright, “The Concept of Depreciation as an Ac- 
counting Category.” THE AccounTING REVIEW, June 
1930, pp. 118, 119. 

‘See the- following: W. A. Paton, Accountants’ 
Haudbook, 2nd Edition, New York, 1932, pp. 613-15. 
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One approach to the problem of under- 
standing the relationship between depre- 
ciation and the rate base, consists of pre- 
senting thirteen examples which may be 
looked upon as thirteen cases handed down 
by a commission and which call for adjudi- 
cation. Some of these examples represent 
undepreciated rate bases, some depreciated 
rate bases and some bases for which no 
names are given. Some follow the retire- 
ment method, some the depreciation 
method and some both the retirement and 
the depreciation methods. By no means 
are all of these examples equally satisfac- 
tory or typical. In fact some are quite the 
reverse. They do, however, bring to light 
the fundamental points and relationships 
involved and offer solutions which are 
sound and equitable even though the cases 
are highly complicated and difficult to 
understand. 

To simplify the discussion the original 
assumptions are based upon a fairly con- 
stant price level with no consideration 
given to reproduction costs. 


EXAMPLE I 


The first situation to command our at- 
tention is the one followed by the railroads 
in the period before regulation and by 
many, if not most, railroads at the present 


and 642-645; E. A. Saliers, Depreciation Principles 
and Applications, New York, 1922, pp. 407-12; C. E. 
Grunsky, Valuation, Depreciation, and the Rate Base, 
New York, 1917, pp. 129-132; M. G. Glaeser, Ouéline 
of Public Utility Economics, New York, 1931, pp. 501-4; 
L. R. Nash, The Economics of Public Utilities, New 
York, 1931, pp. 208-11; W. G. Raymond, The Public 
and Its Utilities, New York, 1925, pp. 263-273; H. B. 
Dorau, Materials for the Study of Public Utility Eco- 
nomics, New York, 1930, pp. 596-606 (excerpt from 
article by H. B. Whaling); Bauer and Gold, Public 
Utility Valuation, New York, 1934, Chapter rx; Mosher 
and Crawford, Public Utility Regulation, New York 
1933, p. 159; J. H. Bickley, ‘““Depreciation Funds and 
Reserves in Public Utility Cases,” Journal of Ac- 
countancy, April 1927, pp. 245, 246; C. H. Nau, “De- 
preciation Funds and Reserves in Public Utility Cases,” 
Journal of Accountancy, April, 1927, pp. 251, 252; C. H. 
Nau, “Treatment of Replacement Reserve Funds,” 
Journal of Accountancy, December 1926, pp. 420, 428; 
H. V. Hayes, Public Utilities; Their Cost New and 
Depreciation, New York 1916, pp. 194, 195. 


time except for equipment. Under this 
plan no depreciation charges are made; 
operating expenses are not charged for 
accruing depreciation. Retirements are 
charged to operating expenses when prop- 
erty is abandoned, the property accounts 
being credited, and if the property is re 
placed the replacement cost is charged to 
the property accounts.’ Frequently the 
charge is made directly to operating ex- 
penses. 

There are three procedures which may 
be followed here and which are equitable 
to the public and to the utility under a 
system of rate regulation. They will be 
considered in Examples I, II, and III. In 
Example I an undepreciated rate base is 
employed. Here it is proper to allow the 
rate of return, fixed by the commission as 
a “fair” rate of return, to apply upon the 
original cost of the property without de- 
duction for accrued depreciation, and to 
allow this indefinitely. Obviously the per- 
centage of condition of the property 
shrinks, but only for a while. A point is ul- 
timately reached at which the utilities refer 
to as the settled condition of the property.’ 
At this time the retirements and replace- 
ments become fairly uniform from one 
year to another, or at least may become 
uniform should the policy of the company 
demand. Although the size of the property 
must be great for this uniformity to prevail 
most effectively, and although financial 
considerations and rapid growth may re- 
sult in a lack of uniformity, there is never- 
theless a settled condition of the property 
reached and this is recognized by valuation 
engineers.’ Many contend that no depre- 

® Consideration is not given to replacements in 
kind at a changed cost or to replacements not in kind. 

* This has been called ‘““The Law of the Trend To- 
ward Level Replacement.” In re Theoretical Deprecia- 
tion, James E. Allison, Presented for the Consideration 
of the Public Service Commission for the First District, 
State of New York by the Consolidated Gas Co. of New 
York, St. Louis, 1917, p. 21. 


7 Ibid., p. 21. It is also recognized by John Bauer, 
— Regulation of Public Utilities, New York, 1925, 
p. 186. 
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ciation has accrued up to this point. 
Should the percentage of condition shrink 
below this figure* they then admit that 
“deferred maintenance’ exists.® 

It must be recognized that if dividends 
are paid in amounts equal to the net in- 
come of the corporation during the years 
before the settled condition has been 
reached, that dividends have been paid 
out of capital. Although this situation is 
contrary to that of the spirit of the “Trust 
Fund Doctrine” and although the indus- 
trial accountant would frown upon such 
procedure, it must be admitted that there 
exists no unfairness to the rate payer be- 
cause the corporation has not otherwise 
recovered out of operating expenses the 
decline in the percentage of condition of 
the property.’° It is evident that gross 
operating revenues of the corporation are 
less than they ought to be at the outset 
and greater than they should be later. 
The public is served at too low a cost for 
a while and at too high a cost after the 
settled condition has been reached, but 
nevertheless this is not inequitable to the 
company and to the public in general. 

The procedure of Example I is not sat- 
isfactory, however, from several angles. 


*The settled point not only varies as between 
utilities of various types such as railroads, gas com- 
panies, electric light and power companies, etc., but 
between utilities of the same type and size. Utilities 
have different policies with respect to retirement be- 
cause differences of opinion prevail as to the proper 
time to retire units of property. Then again there are 
differences within a single utility. The retirement 
policy in a railroad, for instance, may vary as between 
the main line which carries fast passenger trains and 
heavy through freights, the branch lines, and the side 
tracks. Nevertheless the established settled condition 
is a definite concept and the degree of variation is not 
great as between companies of like type. 

_*R.H. Whitten, Valuation of Public Service Corpora- 
tions, New York, 1914, p. 350. J. E. Allison, op. cit., 
p. 48. In fact most of those who argue against deprecia- 
tion admit the property must be fully maintained in 
order to ignore depreciation. 

Tn the case of many railroads this decline in per- 
centage of condition took place before rates were regu- 
lated by the Interstate Commerce Commission and the 
company did collect for the shrinking percentage and 
dividends included this amount. What is equitable here 
is a different problem. 


First, it does not meet the requirements 
of the chronological groups of rate payers, 
so much emphasized by the courts and 
referred to frequently in the briefs sub- 
mitted to the commissions by both parties 
in the controversy." A group today should 
not be charged more or less than the 
correct amount because a group earlier 
was charged less or more than the correct 
amount. Second, the plan should not sat- 
isfy the bondholder, because his margin of 
safety is shrinking, but owing to contin- 
uous operation the bondholder has not 
always been aware of the changed condi- 
tion. Third, the procedure is bad from the 
accounting standpoint. The balance sheet 
shows an overstatement of assets since the 
shrinking percentage of condition of the 
property is not reflected upon the state- 
ment. Moreover, the income sheet does 
not indicate the true income. 


EXAMPLE II 


In the second example we again face the 
situation where accruing depreciation is 
not recognized by journal entry and the 
situation where operating expenses are 
charged currently for retirements. In place 
of allowing the utility to earn only the 
rate of reasonable return approved by the 
commission, as in Example I, it is allowed 
to earn, in addition, an amount equal to 
the accruing depreciation. Thus, if 6% is 
regarded as the approved rate and 2% is 
recognized as a reasonable rate of depre- 
ciation on the property, then an 8% return 
will be permitted. This rate of return will 
hold until the property has reached the 
settled condition when the 6% rate is es- 
tablished. The base on which the 8% 
return is to apply will be reduced each 
period by 2% until the settled condition 
of the property has been reached, at which 


11 Board of Public Utility Commissioners et al v. New 
York Telephone Company, 271 U. S. 23; Smith et al 
Constituting the INinois Commerce Commission et al v. 
Illinois Bell Telephone Company, 282 U. S. 133. 
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time the base becomes constant. From 
then on there will be a 6% return on the 
new fixed base. 

The extra rate of return is equitable 
both to the company and the public on 
the long-time basis. The company is al- 
lowed to recover the accruing depreciation 
in an extra return and in the end is allowed 
to earn only upon the reduced percentage 
of condition of the property; upon the cost 
of the property less the amount given to 
the company as an excess return. On the 
short-time basis it is not altogether just 
but is more so than in the situation of 
Example I, because the cost of service is 
charged better to the various chronological 
groups of rate payers. From the point of 
view of the bondholder and the accountant 
the situation is essentially the same as in 
Example I. 

The procedure has little to be said in 
its favor, but as compared with the first 
example it is probably better. 


EXAMPLE III 


The next example presents the situation 
found in a company possessing wasting 
assets. It has no practical bearing upon 
most utilities as it introduces legal as well 
as economic difficulties. As applied to 
mining property it is valuable for study 
purposes, owing to the fact that it shows 
in a true light what really is the set-up 
in Examples I and II, where also retire- 
ment costs are charged to current operat- 
ing expenses. In this example the rate of 
return is the rate approved by the com- 
mission and this rate is to be applied to a 
depreciating rate base. When the settled 
condition of the property has been reached 
the base becomes a fixed figure. During 
each year when the percentage of condi- 
tion of the property is declining, operating 
expenses will be charged and certain lia- 
bility accounts will be credited for the 
amount of the decline. These credits may 
be considered as representing liabilities to 


the stockholders and may be removed by 
payments to the stockholders, paralleling 
the net results of Example II, or if the 
stockholders so decide, may be cancelled 
and in effect reinvested in the business, 
restoring the rate base to the undepreci- 
ated level, and thus accomplishing the 
same result as Example I. 

The consequences to the stockholders, 
the public, the chronological groups of 
rate payers, and the bondholders are es- 
sentially the same as in the other examples 
except that the bondholder is better pro- 
tected when there is reinvestment. From 
the accounting angle, however, the results 
of this example look better. The balance 
sheet and the income sheet, present here 
a somewhat truer picture of what really 
is happening in the corporation. 


EXAMPLE IV 


An example much more to the point 
concerns the instance where an annual 
depreciation charge, on some satisfactory 
basis, is made to cover accruing deprecia- 
tion and represents provision for the de- 
cline in the percentage of condition of the 
property.” As an offset to this charge there 
is a credit to a reserve for depreciation. 
This reserve is credited each year until 
such time as it possesses a balance equal 
to 100% minus the percentage of condition 
of the property at the settled point. It 
receives no further credits, and is not 
charged for retirements, inasmuch as the 
latter are charged to operating expenses. 
A depreciation fund is to be set up out of 
cash, and will consist of a fund of securities 


122 In this article no consideration is given to the 
various methods of determining the amount of the 
annual depreciation charge. It is fully recognized that 
there is a relationship between methods of calculating 
depreciation and the rate base, but it is other relation- 
ships with which we are concerned. Recent studies 
which clearly bring forth the relationship between 
methods of calculating depreciation and the rate base 
are Perry Mason, Principles of Public Utility Depreci- 
tion, Chicago, 1937, and G. A. D. Preinreich, “Prin- 
ciples of Public Utility Depreciation,’ ACCOUNTING 
REVIEW, June 1938. 
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or will be represented by a special deposit 
in a trust company. The fund will grow 
proportionately with the depreciation re- 
serve; the two accounts are to have equal 
and opposite balances up until the settled 
point has been reached. 

The rate of return is the same as that 
approved by the commission and is to be 
applied to an undepreciated rate base. 
This base may be determined by the fol- 
lowing formula add together the original 
cost of all assets including the book value 
of the fund and from this figure subtract 
the balance of the reserve. With such a 
base the earnings of the fund should be 
charged to the fund and credited to the 
reserve up until such time as the settled 
point has been reached. From then on the 
earnings of the fund should be charged to 
cash and credited to operating revenues. 

Among the advantages over the first 
three examples is the existence of a de- 
preciation fund. The financial standing of 
the company is enhanced by such fund 
and the public is assured of continous 
operation. Moreover, the cost-of-service 
concept is carried out as in Examples II 
and III and the chronological groups of 
rate payers are to the same extent charged 
on the basis of the legal doctrine. The 
bondholder is protected inasmuch as his 
margin of safety has not been diminished. 
The balance sheet of the company presents 
a true picture of the financial condition of 
the concern, and the statement of income 
account is closely in line with the facts. 


EXAMPLE V 

In Example V the circumstances of the 
previous example remain unchanged. Both 
a reserve and a fund are to be used and 
will continue to grow until such time as the 


"In this formula it is fully recognized that there 
should be a subtraction for the amount of the non- 
interest bearing liabilities in the establishment of a 
tate base. Here, as elsewhere, the formula given neg- 
lects to provide for this subtraction because in amount 
It is relatively insignificant. But technically it should 
always be subtracted. See John Bauer, op. cit., p. 234. 


settled condition of the property has been 
reached. The rate base is changed, how- 
ever, to a depreciated one. This is calcu- 
lated by ignoring the fund and including 
only the original cost of the property as 
an amount from which the balance of the 
reserve is to be deducted. 

It is apparent that in order to be fair 
to the utility it is necessary to permit them 
to utilize the earnings of the fund as they 
wish. From the accounting angle the earn- 
ings of the fund should be credited to non- 
operating incomes and in consequence 
have no effect upon the rate which the 
utility is permitted to earn. Since it is the 
operating-income figure that is studied by 
the commission when it investigates a 
utility to ascertain whether the earnings 
are adequate, more than adequate, or less 
than adequate, and since a “fair return” is 
based upon the operating-income amount, 
the procedure suggested will rectify as 
much as possible the deficiencies of such a 
rate base. 

Many of the advantages claimed for 
Example IV hold here. Nevertheless, there 
are some bad features about the procedure 
under discussion. It is exceedingly difficult 
for the company to obtain from the fund 
sufficient earnings to offset the reduced 
income made necessary by the reduced 
rate base. Should the company decide to 
distribute the fund to the stockholders we 
have virtually the situation of Example 
III, and the comments made with regard 
to that situation are applicable here. 


EXAMPLE VI 


It is possible to have a depreciation 
reserve without a depreciation fund, just 
as it is possible to have a depreciation 
fund without a depreciation reserve. Ex- 
amples IV and V show the situation where 
there is both a reserve and a fund. Ex- 
ample VI, here considered, introduces only 
a depreciation reserve. This reserve as in 
Examples IV and V is to be created out of 
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operating expenses. It is to be credited 
periodically for the accruing depreciation 
up until the time when the settled percent- 
age of condition of the property has been 
reached. The reserve is not to be charged 
for retirements, as operating expenses are 
to receive these charges. 

The charging of operating expenses in 
order to credit the depreciation reserve, 
brings forward new assets. It is true that 
the total value of all assets over a period 
of time remains constant, the new assets 
in values equalling the decline in value of 
the old assets. They are distinctly different 
assets nevertheless. What has happened is 
that there is a temporary increase in assets 
as a result of gross earnings. From gross 
earnings we deduct expenses to arrive at 
net earnings. Net earnings are considered 
as those earnings which may safely be 
paid in dividends and leave the total assets 
the same in value as before. To pay divi- 
dends beyond this figure is to pay divi- 
dends out of capital. Inasmuch as there is 
a decline in value of the depreciating assets 
owing to depreciation, there must be re- 
tained in the concern, out of gross earn- 
ings, other assets equivalent in value to 
the expiration of life of the physical prop- 
erty resulting from depreciation. This is 
referred to technically as charging operat- 
ing expenses for depreciation. 

These new assets may, when desired, 
be used to build up a depreciation fund, 
represented by securities or a bank ac- 
count, as was the case in Examples IV and 
V. In Example VI, however, no such fund 
is contemplated. Where the sizes of busi- 
nesses have reached their maximum or 
where the saturation point has been at- 
tained, permanent depreciation funds are 
no doubt desirable. But in this country 
during the last generation enlargement of 
physical plant has been typical. Every- 
where there has been a demand for new 
capital. Expansion of plant is common 
both in the industrial and public-utility 


field. Therefore, to require a utility to ac. 
cumulate a permanent depreciation fund, 
earning 3% per annum or less, would be 
quite unjust as well as economically un. 
sound. A better scheme calls for investing 
the new assets wherever needed, whether 
this be in fixed property like plant and 
equipment, in working capital such as 
materials and supplies, or in reducing high 
interest-bearing-obligations of the com- 
pany. In any event the new assets should 
earn more than they would if invested in 
securities, and whenever they do the plan 
is justifiable. 

Depreciation funds are created generally 
to finance the retirement of property with- 
drawn from service. The question is asked: 
What is to be done when the time for 
retirement arrives and replacement is con- 
templated, and the new assets are found to 
be tied up in the organization? The answer 
is that the company must secure new cap- 
ital from the stockholders or the bond- 
holders, capital which if acquired earlier 
might have been used to purchase the 
plant and equipment or the materials 
and supplies, or if acquired from the 
stockholder, might have aided in reduc- 
ing bonded indebtedness, in place of using 
the assets withheld by the depreciation 
charges, for the purpose. The so-called 
new assets could in this instance have been 
available for purposes of financing the 
replacements. It has been much more ex- 
pedient to invest the new assets in the 
property or in liability reductions and to 
provide new capital for replacements. 

Although Example VI presents the case 
where there is no depreciation fund the 
problem of replacing the assets with new 
capital does not appear, because in this 
example the depreciation reserve provides 
only for the decline in the percent of con- 

\ For a number of reasons there has been a decided 
slowing down of this tendency in recent years, particu- 
larly in certain types of utilities, but there are reasons 
a expansion in most utilities will again take 
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dition of the property down to the settled 
point, resulting from the policy of charging 
retirements currently to operating expen- 
ses and not charging the reserve except for 
ultimate retirements. 

The rate base to be followed is calcu- 
lated as follows: add together the original 
cost of all assets, both the old and the new 
and subtract the balance of the reserve. 
When using this formula the earnings of 
the new assets may be ignored. In fact it 
is not essential that anything be known 
about them. In most cases they will be 
approximately the same as the earnings 
of the old assets, it being assumed that 
they were invested wisely. It is true that 
during certain periods in the expansion 
program they will be greater than the 
earnings of the old assets and that during 
other periods they will be less than the 
earnings upon the old assets, but they will 
in any event be recorded in the regular 
accounts and will be reflected in the fi- 
nancial statements. 

The rate of return when this rate base 
is selected will be the one recognized as a 
“fair return’? by the commission and will 
apply indefinitely. 


EXAMPLE VII 


Example VII except for the rate base 
is similar to Example VI. The formula 
for this new rate base may be stated as 
follows: “From the balance of the old 
assets, subtract the balance of the re- 
serve.” 

If such a rate base is selected great care 
must be taken to assure an equitable 
return to the stockholders. There are two 
possibilities: (a) First, the rate of return 
may be increased so that the net amount 
of earnings available to the stockholders 
will be the same as under the rate base 
used in Example VI. Thus, if the rate 
base is $110,000,000 and the rate of return 
7%, in Example VI and the rate base 
$85,000,000 in this example owing to 


$25,000,000 accrued depreciation, the rate 
of return to be fair would need to be in- 
creased to about 9.05%; (b) The second 
possibility permits a charge against op- 
erating expenses, because the amount of 
earnings at the former rate are inadequate 
when applied to the new base. This may 
be a depreciation charge or other charge. 
In any event it is a charge against operat- 
ing expenses and a credit to non-operating 
incomes and the amount of the entry is the 
per cent of return applied to the new 
assets. 

The selection of such a rate base has 
been advocated only in rare cases and 
probably has never been used. It has 
absolutely nothing to be said in its favor. 
It is introduced here to show that even 
with such an unusual base it would be 
possible to bring about an equitable situa- 
tion and that if such a rate base ever were 
selected that some radical change of con- 
ception regarding a rate of return would 
need to be formed. 


EXAMPLE VIII 


In this example the rate base to be 
followed is what may be called original 
cost undepreciated. It is figured by in- 
cluding all the assets, both the old and the 
new, in the calculation and by ignoring the 
reserve; the reserve is not deducted. To 
present an equitable layout comparable 
to Examples VI and VII there are two 
possible procedures: (a) In one the rate 
of return is reduced to about 5.7%. (b) In 
the other alternative there is made a 
journal entry which charges non-operating 
expenses, or deductions from gross income, 
and which credits the reserve for deprecia- 
tion. This entry is made periodically until 
such time as the reserve has been fully 
accumulated. It is then altered to provide 
a charge against non-operating expenses, 


4 Herdrich and Boggs, Discussion on Depreciation, 
Depreciation Reserve and Depreciation Fund, Indian- 
apolis, 1926, p. 15. 
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as before, but with an offsetting credit 
either to operating revenues or operating 
expenses. In any event the particular ac- 
counts would need to be labelled properly. 
The amount of the entry is the amount of 
the earnings upon the new assets which 
represent the investment of the deprecia- 
tion reserve. That such an amount is diffi- 
cult or impossible to determine cannot be 
questioned, but difficult or not it is essen- 
tial that an honest effort be made to arrive 
at this amount, if the second option is 
selected, and an equitable program is to 
be found. 

One might well inquire why an unde- 
preciated rate base should be introduced 
where no depreciation fund is set up, when 
the selection of another base would present 
many less difficult problems. The answer 
is, first, that there has been pressure from 
the utilities who may or may not have seen 
all the relationships; second, that the com- 
missions have not seen all the relationships 
and, third, the legal side frequently has 
been in doubt. Another possibility is that 
the difficulties have not been realized, so 
that the rate has not been reduced or the 
journal entries have not been made. 

In all these examples operating expenses 
have been charged directly for retirements 
and depreciation reserves, when intro- 
duced, have been set up out of operating 
expenses to measure the decline in the 
percentage of condition of the property 
which takes place in spite of whatever 
replacements are made and in spite of 
proper maintenance. These reserves are 
not charged until such time as the com- 
pany is dissolved. Sometimes the proce- 
dure is modified to introduce what is known 
as retirement accounting with retirement 
reserves. Where a corporation experiences 
difficulties in reaching the settled point at 
which the retirement charges run fairly 
uniform from one period to another, and 
it desires to bring about greater uniformity 
of charges, it creates retirement reserves 


out of operating expenses. These reserves 
are charged for all retirements and over a 
period of years will tend to approach zero 
balances, but at any point of time may 
have either debit or credit balances. 

In principle all retirement charges 
should be estimated and retirement re. 
serves built up, so that all retirements 
could be charged to these reserves. In 
actual practice, however, retirement re. 
serves are used to provide only for major 
retirements with the consequence that 
minor retirements are charged directly to 
current operating expenses. 

The substitution of retirement account- 
ing with retirement reserves, for direct 
charges to operating expenses for retire. 
ments, sometimes also called retirement 
accounting, does not modify the state. 
ments made with respect to the eight 
examples, nor does it affect the conclusions 
drawn. If anything it makes possible a 
better application of these principles to 
those utilities which are not sufficiently 
large to reach the fully seasoned state 
referred to. In Examples I, II and II 
there would be only retirement reserves, 
but in Examples IV, V, VI, VII and VIII, 
there would be both retirement and depre- 
ciation reserves. Nevertheless the equit- 
able steps to follow will remain unchanged 
as given in each example. 

Retirement reserves are created some- 
times for financial reasons. The company 
finds itself unable to carry out certain 
desirable retirements because it lacks the 
necessary funds. If the company charges 
operating expenses and credits a retire- 
ment reserve for this ‘deferred mainte- 
nance,” the retirement reserve measures 
the decline in the property below the 
established seasoned condition; the retire- 
ment reserve is a negative valuation ac 
count of the property account. Subse- 
quently the retirement is carried out. If 
replacement takes place at this time the 
charging of the reserve reflects the restora- 
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tion of the property to the established 
seasoned condition. 

The creation of retirement reserves for 
financial reasons does not alter the con- 
clusions drawn from the various examples. 
Moreover, the relationships hold as before. 


EXAMPLE 


The remaining examples with one excep- 
tion, are more typical of modern utility 
accounting. In these cases operating ex- 
penses are charged periodically and the 
depreciation reserves are credited periodi- 
cally, for an indefinite length of time. Re- 
tirements are charged to the reserves and 
not directly to operating expenses, as here- 
tofore. The reserve, in each case, is charged 
for the original cost of the property and for 
the cost of removals. It is credited for the 
salvage value realized from sale or if not 
sold, for the estimated value charged to 
materials and supplies account. Under 
such conditions the reserve will tend to 
measure the decline in the per cent of 
condition of the property. 

In Examples IX and X depreciation 
funds are accumulated to finance the re- 
tirements, while in Examples XI, XII and 
XIII the new assets are invested where 
most needed in the business. 

In the present example as in Example 
IV there is both a reserve and a fund and 
the accounts which represent them will 
have equal and opposite balances. In Ex- 
ample IV the earnings of the fund were 
charged to the fund and credited to the 
reserve only up until a certain point. In 
this case they are charged to the fund and 
credited to the reserve indefinitely because 
the reserve is charged for the original cost 
of all retirements. At the time the reserve 
is charged, funds are released for purposes 
of retirements. If replacements are made 
the property accounts are charged and 
the fund is credited. If replacements are 
not made cash is charged as the fund 
is credited. Thus the accounts continue 


to possess equal and opposite balances. 

The procedure followed in this example 
is equitable and sound when, and only 
when, the doctrine of original cost un- 
depreciated holds true and when the rate 
of return fixed by the commission is al- 
lowed indefinitely. The formula for calcu- 
lating this base is the following: add 
together the original cost of all the assets, 
including the book value of the fund, and 
subtract the balance of the reserve. 

The procedure of Example IX is better 
than that of Example IV for the typical 
organization, owing to the greater uni- 
formity of the periodic charges to op- 
erating expenses. In large organizations, 
particularly where it is desired by the 
retirement officials, it is possible to elimi- 
nate irregularities of charges under the 
conditions of Example IV, whereas the 
typical concern finds it more difficult, if 
not impossible, to iron out the fluctuations 
of the retirement curve. 

This whole consideration is of vast im- 
portance and much argument has been 
given to the subject of providing for accru- 
ing depreciation. Some have contended 
that no depreciation takes place if the 
property is well maintained. It is insisted 
by them that the only advantage of pro- 
viding for accruing depreciation is in con- 
nection with the regularity of charges, 
and that the large company can accom- 
plish this regularity without difficulty, and 
the small company can bring it about by 
retirement reserves. In essence they argue 
for Example I. Those who are opposed to 
this doctrine have pointed out, first, that 
the balance sheet does not reflect the true 
facts of the case, especially in not showing 
that the investor is endangered and that 
his margin of safety is shrinking, and 
second, that the correct period is not 
charged for the wearing out of the prop- 
erty and that the chronological groups of 
rate payers are not charged properly for 
the cost of service. 
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If the objective were only to obtain 
regularity of charges there would be no 
necessity for depreciation reserves, for re- 
tirement accounting with retirement re- 
serves would accomplish this uniformity. 
But retirement reserves fail to make pro- 
vision for the shrinkage in the per cent of 
condition of the property down to the 
established settled point. The investment 
is impaired whenever adequate allowance 
is not made for this shrinkage, because the 
bondholder, in particular, is endangered. 
The “trust fund” has been reduced. The 
bondholder never would be willing to ad- 
vance such a high percentage of the capital 
if he understood all the facts. A consider- 
able part, although only a part, of the 
difficulty of the railroads today has been 
brought about by their failure to provide 
in one way or another for this shrinking 
per cent of condition of the property 
which took place before and after regula- 
tion. And it explains why the railroads and 
their consulting engineers are opposed to 
the concept of depreciation. The solution 
of the railroad problem does not concern 
us here and is altogether too complex to 
fit into these examples without further 
study. It is clear, however, that the open- 
ing of a depreciation reserve makes pro- 
vision for the so-called “impaired invest- 
ment,” a safeguard both to the stockholder 
and the bondholder and even a safeguard 
to the public which desires continuous and 
efficient operation and which sometimes it 
cannot secure from the company because 
of the “impaired investment.” The con- 
tention made that depreciation reserves 
accumulate “funds” way beyond the needs 
of the company for retirement purposes, 
is beside the point. These withheld assets 
are not alone for retirement purposes dur- 
ing continuous operation, but for ultimate 
retirement purposes, if needed. And even 
more important than this, they are neces- 
sary to prevent the “impaired invest- 
ment.” Either by direct investment in 


depreciation funds, by indirect investment 
in fixed property or by reduction in lia- 
bilities, these so called withheld assets 
afford a margin of safety which protects 
both the equity of the bondholder and the 
original equity of the stockholder. If the 
point of view of the investor, under a 
system of rate regulation throughout the 
entire period in question, were understood 
and followed, there would be no argument 
against depreciation, at least that part of 
depreciation which provides for the shrink- 
ing per cent of condition of the property. 

In making the statement that Example 
IX is better than Example IV reference 
was made to the plan of charging all re- 
tirements directly to operating expenses. 
If retirement accounting with retirement 
reserves is followed, Example IV is sound. 
It may be somewhat more complicated 
than the plan of Example IX and account- 
ants may dislike it, but from a practical 
point of view it will work satisfactorily 
in those cases where depreciation funds 
are expedient. All in all, however, Example 
IX is classed first where depreciation funds 
are set up. 


EXAMPLE X 


Should all conditions resemble those of 
Example IX except that the rate base be 
changed to that of original cost less de- 
preciation, the problem before us is modi- 
fied and to be fair to the utility it is 
necesssary that the latter be permitted to 
utilize the earnings of the fund as it sees 
fit. In fact, the utility should be allowed 
to do with the fund as it thinks best. So 
far as the accounts go, the earnings of the 
fund should be credited to non-operating 
incomes. 

A depreciated rate base where a fund is 
set up is calculated as follows: from the 
original cost of the property, subtract the 
balance of the reserve. No consideration 
is given to the fund; the calculation treats 
it just as if it were non-existent. This de- 
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preciated base has little to be said for it, 
because in most instances it works an 
injustice to the utility. The latter is unable 
generally to invest the fund in securities 
which will yield a rate of return equal to 
that which would be received if the invest- 
ment had been in the property itself, or 
in the reduction of bonded indebtedness. 


EXAMPLE XI 


We have now reached the example 
which together with Example XIII, is the 
most significant of all the examples in 
modern utility regulation. There is to be 
a reserve for depreciation created out of 
operating expenses, which reserve is to be 
a permanent reserve. It is to be charged 
for the original cost of all retirements. Its 
balance is to be maintained at a figure 
approximately equivalent, in terms of per 
cent, to 100% minus the per cent of condi- 
tion of the property at the established 
settled point. There is to be no deprecia- 
tion fund. The new assets created by the 
periodic charges to operating expenses are 
to be invested in the property where most 
needed or are to be used to reduce bonded 
indebtedness. 

The rate base set at original cost less 
depreciation accrued to date may be found 
from the following formula: add together 
the cost of all assets, both the old and the 
new, and subtract the balance of the re- 
serve. In using such a base it is not essen- 
tial for consideration to be given to the 
new assets, nor to the earnings upon these 
assets. The regular accounts and the regu- 
lar accounting procedure will make ade- 
quate provision for them, if the rate of 
return used in connection with this base 
is the one recognized by the commission 
and is applied indefinitely. 


EXAMPLE XII 


The conditions here remain the same as 
those under the previous example except 
for a change in the rate base. The new 


base is calculated as follows: ‘From the 
balance or original cost of the old assets 
subtract the balance of the reserve.” Al- 
though there is nothing to be said in favor 
of such a rate base, and although such a 
base has in all probability never been tried, 
it has nevertheless been advocated. There- 
fore it is essential to ascertain under what 
circumstances it could be introduced eq- 
uitably, for certainly it cannot be followed 
in the conventional manner. 

Two alternatives are suggested: (a) In- 
crease the rate of return so that the stock- 
holders will receive no less than they 
would have received under the conditions 
of Example XI. Thus, in Example VII, 
which in many respects parallels this one, 
the illustration was given of increasing 
the rate from 7% to 9.05%. (b) Permit 
a journal entry, whereby operating ex- 
penses are charged and non-operating in- 
comes credited. The particular account 
affected is not important, but the amount 
of the entry is the amount of the earnings 
upon the new assets. The rate of return 
would be called upon to determine the 
exact amount. 


EXAMPLE XIII 


If all the conditions are the same as 
those of Example XI but with the rate 
base increased to “original cost to date 
undepreciated” we have a different prob- 
lem. The formula for this rate base in- 
cludes all assets and ignores the reserve; 
the reserve balance is not deducted. 

As before there are two programs, either 
one of which is equitable: (a) In the first 
one the rate of return is lowered, as in- 
dicated for Example VIII, from 7% to 
5.7% or thereabouts; and (b) In the other 
alternative a periodic journal entry is 
made, charging depreciation as a non- 
operating expense, or as a deduction from 
gross income, and crediting the deprecia- 
tion reserve. The amount of the entry is 
based, as before, upon the earnings of the 
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new assets created by the reserve credits 
and off-setting charges and is in addition 
to the other charges for depreciation. 

The last three examples are somewhat 
similar to Examples VI, VII and VIII 
except that the reserve in the earlier ex- 
amples is not charged for retirements and 
is charged in the recently considered ex- 
amples. Both sets of examples are about 
equally satisfactory in most respects even 
though the recently discussed examples 
are given the preference. For, after all, a 
depreciation reserve set up out of operat- 
ing expenses to be charged for retirements, 
is really a consolidation of the “‘deprecia- 
tion reserve” and the “retirement reserve” 
as these terms have been used heretofore. 
The objections which are raised against 
charging operating expenses for retire- 
ments are made insignificant when a de- 
preciation reserve is set up to measure the 
difference between the cost of the property 
and the fully settled condition of the prop- 
erty and when retirement reserves are set 
up to equalize the cost of retirements. 
Although Examples XI and XIII are 
better in principle than Examples VI and 
VIII the latter are perfectly satisfactory 
when these relationships are understood. 


CONCLUSIONS 


In Examples IV and IX it was stated 
that the earnings of the fund should be 
charged to the fund and credited to the 
reserve. In the former case the entry is 
to be made only until the settled condition 
of the property is reached whereas in the 
latter case it is to be made indefinitely. 
These entries bring about an equitable 
situation in each case, and they point out 
clearly the correct principles to follow. 
Nevertheless, another form of entry may 
be substituted; one that will receive the 
approval of accountants in general. In 
Example IV, for instance, in place of 
crediting the reserve with the amount of 
the earnings of the fund, operating reve- 


nues may be credited, and since they are 
credited after the settled point is reached 
in any event, they may now be credited 
at all times. To compensate for this 
modification, depreciation expense will be 
charged for this additional amount, and 
the reserve credited for this amount, thus 
equalizing the charges to depreciation ex- 
pense and the credits to the reserve. The 
net result will be the same as before if the 
entries are made only until such time as 
the settled condition of the property has 
been reached, but nevertheless the discrep- 
ancy existing before between the amount 
of depreciation charges and reserve credits, 
will be abolished. 

In Example IX there may also be modi- 
fication so that the earnings of the fund in 
place of being charged to the fund and 
credited to the reserve, will be charged to 
the fund and credited to operating rev- 
enues. The depreciation expense charges 
will be increased by this amount, and 
accordingly the reserve credits, which off- 
set these charges, will not be reduced. In 
other words, if the sinking-fund method 
had been followed before, a modified sink- 
ing-fund method might be used now, 
except that the conventional credit to 
interest-earned account must in this in- 
stance be shifted to some account in the 
classification of operating revenues.” 

In Example VIII where only a deprecia- 
tion reserve is set up, to be credited in 
amount for the amount of the earnings 
of the so-called new assets, as an offset 
to the charge to non-operating expenses, 
a change may also be made. The credit 
may go to operating revenues both be 
fore and after the settled point has been 
reached, provided that up until the time 
the settled point is reached, the regular 
charges to depreciation expense and the 
offsetting credits to the depreciation re- 


16 W. S. Krebs, Outline of Accounting, Vol. u, New 
York, 1927, pp. 1016-1018. 
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serve, are increased by the amounts other- 
wise credited directly to the reserve. 

In the final example, number XIII, the 
same situation essentially is found except 
that the procedure is carried out for an 
indefinite period. The charge to non-op- 
erating expenses is made and the offsetting 
credit is made to operating revenues. At 
the same time the depreciation expense 
charge is increased along with the credit 
to the reserve, so that the reserve does not 
show reduced credits under the changed 
procedure. Total charges to depreciation 
as aN expense are now the same as the 
total credits to the reserve. One of the 
compound-interest methods might be em- 
ployed." 

It is not intended to convey the impres- 
sion that all thirteen examples are equally 
satisfactory or even that all of them are 
satisfactory. It appears to us that the con- 
ditions of Example [IX are most expedient 
where a depreciation fund is required, and 
that where a depreciation fund is not to be 
created Examples VI and XI present the 
least difficulties. Nevertheless, it seems 
wiser to some commissions to provide 
different formulae for the determination 
of rate bases. These other formulae are 
not to be thought of as unsound, if the 
equitable procedure is followed for each 
doctrine. Unfortunately there has been 
much confusion. Efforts are being made 
constantly to adapt procedures to sets of 
conditions and to rate bases where they 
are inapplicable. It may be argued that a 
certain procedure is a good one, but these 
examples show that it is a good one only 
under certain conditions; under other cir- 
cumstances and with other rate bases it 
may be decidedly a bad procedure. What 
is equitable in one case is quite inequitable 
In another. We may not say what proce- 
dure is equitable until we are informed 
about all the facts. It has been our wish, 
in presenting these examples, to indicate 


Ibid., pp. 1019-20. 


which of the factors go hand in hand, for 
much of the confusion and misunderstand- 
ing about public-utility regulation is the 
result of the failure to give full considera- 
tion to all of the correlated factors when 
adopting certain practices and when mak- 
ing changes in old practices. 

In the discussion of the examples noth- 
ing was said about maintenance, although 
it is apparent that there is a close relation- 
ship between depreciation and mainte- 
nance. The maintenance policy established 
by the company is directly related to the 
determination of life estimates of the prop- 
erty and is, therefore, indirectly related 
to the amounts of the annual depreciation 
charges. Nevertheless, maintenance is a 
separate factor. It relates to the keeping of 
the property in a satisfactory state of con- 
dition for purposes of operating efficiency, 
and the maintenance expense charges are 
for the amounts of the costs necessary to 
carry out this activity. 

In principle all maintenance should be 
provided for by maintenance reserves, 
created out of operating expenses, and 
charged for all maintenance costs. In prac- 
tice three plans are followed: First, all 
maintenance is charged to current operat- 
ing expenses. Second, distinction is made 
between minor maintenance on the one 
hand and major and periodic mainte- 
nance on the other. Minor maintenance is 
charged currently to operating expenses, 
while major and periodic maintenance is 
provided for by maintenance reserves built 
up gradually over a period of years out of 
operating expenses and charged for all 
major and periodic maintenance costs. 
Third, maintenance costs, when small, are 
charged currently to operating expenses, 
but when large, are deferred in part and 
written off into operating expenses over 
the next three, four or five years.'® 


18 There is a close relationship between maintenance 
and minor retirements, the former including, sometimes, 
minor retirements as well as labor. 
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Whatever method is followed by the 
utilities does not affect the conclusions 
drawn from the thirteen examples. It 
should be recognized, however, that the 
best results can be had only when a scien- 
tific maintenance program is followed and 
this assumes the creation of maintenance 
reserves. 

Except incidentally attention also has 
not been given to the various plans of 
making provision for depreciation, because 
it is felt that a study of the principles of 
rate-base determination does not require 
it, and that altogether too much emphasis 
has been placed upon this approach to 
the problem. Almost any well-established 
method, with modifications, can be used 
satisfactorily provided the accounting pro- 
cedure is correct and the treatment of the 
rate base follows sound concepts. It is 
true that the straight-line method can 
better be used with a depreciated base 
and the sinking-fund method with an un- 
depreciated base, as some have insisted,!® 
but the relationship between methods of 
calculating depreciation and the type of 
rate base is not of uppermost significance 
in arriving at a clear conception of the 
problem. It is, rather, the relationship 
between the existence or nonexistence of a 
depreciation fund and the type of rate 
base that is important. A better view is 
that an undepreciated rate base is more 
desirable and offers less difficulties when 
a depreciation fund is set up, and a de- 
preciated rate base is more satisfactory 
and presents less complications when the 
withheld assets are invested in fixed prop- 
erty or are used to decrease bonded in- 
debtedness. 

At any rate our discussion has been 
limited and our interest has not been 
centered around the methods of calculat- 
ing depreciation, but has been concerned 
with the fact that the total amount of 


19 1.C.C. Report No. 14700 and No. 15100, Novem- 
ber, 1926, p. 355. 


depreciation provided for out of operating 
expenses, is the amount of depreciation to 
use in the determination of the original- 
cost rate-base.”° It should be made clear, 
however, that this statement has reference 
to the provision for the correct amount of 
depreciation and an amount approved by 
the commission. Where utilities make in- 
adequate provision in annual charges and 
as a consequence pay higher than proper 
dividends, then, obviously, the balance of 
the reserve represents an amount which 
is less than the correct amount, to use in 
the rate-base calculation. On the other 
hand should excessive charges be made so 
that the net amount of dividends is re- 
duced, the reserve balance should not be 
given full consideration. An engineering 
appraisal is, of course, necessary under 
these circumstances. It is the intention to 
eliminate from the present discussion these 
and other types of manipulations in de- 
preciation charges, before and after regu- 
lation. Our real interest is in the situation 
where utilities which have been allowed 
to charge large, and at least adequate, 
amounts to depreciation as an expense, and 
have not set up a depreciation fund, have 
insisted that their property was not de- 
preciated and that there should be no 
deduction for depreciation in the rate base 
calculation. The examples disprove the 
soundness of this contention unless the 
rate base which is fixed by the commission 
is recognized as an undepreciated rate base 
and is treated as an undepreciated rate 
base ought to be treated. These examples 
also disprove a somewhat opposite point 
of view. Where a utility has not been 
permitted to charge an amount great 
enough for them to provide for adequate 

2° Sometimes utilities charge operating expenses for 
depreciation on a straight line or other basis, and then 
insist upon deducting only observable depreciation In 
the rate base calculation. When the observable deprecia- 
tion is smaller than the amount of the provision, as It 
generally is, the procedure is definitely incorrect, unless 


it be recognized that the resulting rate base is a partially 
depreciated one and should be treated accordingly. 
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depreciation, it is obvious that in calculat- 
ing a depreciated rate base, the deduc- 
tion should be only for the balance of 
the reserve and not for the amount of 
depreciation disclosed by an engineering 
appraisal.” Or if they were not permitted 
to charge any depreciation then an un- 
depreciated rate base should be used with- 
out the treatment suggested in several 
examples for an undepreciated rate base. 
In other words they should be permitted 
to earn a “fair return” upon an undepre- 
ciated base. Nevertheless, there is no ex- 
cuse for the refusal to permit a utility to 
charge adequate depreciation and the idea 
is dismissed. 

The rate bases actually used in our dis- 
cussion are for the most part “original cost 
depreciated” and “‘original cost undepre- 
ciated” and are introduced to apply where 
the level of prices remains relatively un- 
changed. Should prices move upward or 
downward and then become constant for a 
time, a reproduction-cost rate base would 
be demanded either by the utility or the 
governmental agency, whichever would 
gain most by such modification. If a new 
base is established either as ‘reproduction 
cost new”’ or “reproduction cost depreci- 
ated,” the examples will serve quite as 
satisfactorily as before, provided that the 
reproduction-cost view is recognized as a 
sound basis of value.” It is necessary, how- 
ever, to learn whether the rate base was 
or was not determined by deducting de- 
preciation, and whether the amount of this 
depreciation is the amount of depreciation 
actually accrued on such property or 
whether it is the amount of the balance 
of the reserve for depreciation. Under the 


” Reference is not made here to the case where a 
utility, like a traction company, finds itself unable 
owing to economic conditions to earn sufficient to pro- 
vide for adequate depreciation. This is a special problem 
hot considered in this study. 

* For discussion of the feasibility of recognizing re- 
production cost, see W. S. Krebs, “Utilities Case May 
Affect Industrial Accounting,” The American Accountant, 
May 1930, pp. 207-8. 


assumptions of the examples the amount 
of depreciation to deduct is the total 
amount which has been charged to operat- 
ing expenses. Under a reproduction-cost 
set-up, however, it should be the amount 
of depreciation “accrued on the property,” 
as indicated by an engineering appraisal, 
for otherwise we would have a base which 
was either only partially depreciated or 
was more than fully depreciated. 

Where prices fluctuate violently and 
frequently there will be continual demands 
for changes in the rate base. If in each in- 
stance the new reproduction-cost rate base 
is calculated by deducting the amount of 
depreciation actually accrued on the prop- 
erty, the resulting rate base will be a fully 
depreciated one. Here, as before, the ex- 
amples will aid in deciding upon the equit- 
able program to follow, always on the 
assumption that reproduction cost is an 
equitable concept. It is recognized that 
these thirteen examples do not, and can- 
not, present every possibility, but if the 
case in question is fitted into two of the 
examples at the same time it is believed 
that the sound procedure may be ascer- 
tained. 

The examples aid also in those cases 
where “fair value” is made up of two or 
more elements. Thus if the base is set as 
“fair value undepreciated” and is applied 
to a case where no depreciation was de- 
ducted from any of the several elements 
entering into the “fair value,” it can be 
treated as an undepreciated base ought to 
be treated, when the other factors rela- 
tive to depreciation charges, retirement 
charges or both are known. If the base is 
“fair value depreciated” and is considered 
in a particular situation where full depre- 
ciation was deducted from all the various 
elements entering into the “fair value,” 
it can be treated as a depreciated base 
should be treated when the other factors 


38 Ibid. 
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are known. The case is fitted into the 
proper example in each instance. Should, 
the base set as “fair value” be made up 
both of original cost undepreciated and 
reproduction cost depreciated, however, 
then we have a partially depreciated rate- 
base. And this is not at all an uncommon 
base. Here it becomes necessary to find 
the weight given to the various elements 
in arriving at the rate-base figure, as well 
as the other pertinent facts and fit the 
case into two of the examples at the same 
time. That we meet a most difficult task 
in such a situation cannot be denied. 
Difficulties are faced in getting all the 
necessary facts as to the weight given 
the various elements entering into “fair 
value,” and difficulties as to what is “legal 
depreciation” in a particular case. But if 
the facts can be found, the equitable situa- 
tion can be ascertained from these ex- 
amples. 


It has been stated that injustices both 
toward the utilities and the public have 
been made in the fixing of rate bases, in 
the determination of acceptable operating 
expenses and the decision relative to what 
constitutes a “fair return.’’ When these 
injustices are legal a most unfortunate 
situation arises and for the time being 
nothing can be done. It is hoped that these 
inequitable cases, however, will ultimately 
be discovered and that they will be cor- 
rected. Much of the controversy of the 
future can be eliminated if all the basic 
relationships are known. The commissions 
will not hesitate to follow the correct 
procedure whenever such procedure is 
clear; and the courts will be convinced of 
the futility of following any other proce- 
dure if the situation is apparent to them 
and they can understand the points in- 
volved. Then and only then will the va- 
rious complicated issues disappear. 


ACCOUNTING AND DISTRIBUTION TECHNIQUES AS 
VOLUNTARY DEVICES TO ELIMINATE 
ABUSES IN MARKETING 


ALBERT E. SAWYER 


HIS paper is devoted to a considera- 
tion of the accounting and market- 
ing techniques which flow from state 
and federal laws affecting price and pricing 
policies. The Robinson-Patman Act! and 
the state Fair-Trade laws are the examples 
which come readily to mind because they 
are the latest instances of the direct in- 
tervention of the government into this 
phase of business enterprise. These acts 
have introduced new problems into ac- 
counting and marketing techniques and 
hence form an appropriate topic of discus- 
sion. 


1 Act of June 19, 1936, c. 592, 49 stat. 1526, 74th 
Cong. 2d. Sess. 


I amin daily contact with the grist of ma- 
terial which flows through a law office de- 
voted to the legal aspects of the incidence 
of government upon the affairs of business. 
This experience serves not only to empha- 
size the significance of this trend and the 
new importance that attaches to acsount- 
ing and marketing processes which are 
properly adjusted to these new laws, but 
also emphasizes the significance of similar 
adjustments of accounting and marketing 
procedures which flow from the broader 
and more comprehensive scope of the Anti- 
Trust Laws as administered by the Feder- 
al Trade Commission and the Department 
of Justice. 
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The purpose of this paper is to direct 
attention to one aspect of these laws in 
an effort to show wherein marketing and 
accounting techniques, properly adjusted 
to the public interest, may serve not only 
+o foster law observance but to contribute 
substantially to reclaiming for the business 
community a larger measure of control 
over its own affairs. 

It is needless to stress the fact that 
government intervention in business has 
increased greatly in recent years. This 
trend is likely to continue to increase, but 
the rate of that increase can and will be 
modified by the extent to which business 
itself puts its own house in order. Unless 
the business community shoulders its own 
burden and, in the face of obstacles, dis- 
appointments and not a few failures, con- 
tinues doggedly at the job of making the 
American system work for the benefit of 
the whole community, the surge of govern- 
mental intervention will sweep aside much 
of that which we prize today as of the 
essence of private enterprise. 


OPEN PRICING? 


“Voluntary action to end abuses and to 
foster fair competitive opportunities in the 
public interest may be more effective than 
legal processes.”’> These are the words of 
Mr. Chief Justice Hughes, spoken on be- 
half of an undivided court in the Sugar 
Institute case. Coming, as they did, a 
scant ten months after the same court 
overthrew the NIRA, there is added rea- 
son to examine their application to this 
problem of government intervention in 
business, and in particular, in the effort 
of business to put its own house in order. 
Read in the full context of the opinion, 


*Much of the material that follows appears in 
greater detail in the November and December 1938 
issues of Journal of Business, a publication of the 
College of Commerce, State University of Iowa, Vol. 
xIx, No. 2 and 3. 

* The Sugar Institute et. al. v. U. S., 297 U. S. 553 
at p. 598. 


it is fair to interpret this phrase as a 
pointed invitation to explore the possibili- 
ties of private cooperative endeavour, and 
to exhaust these remedies before recourse 
to more extensive bureaucratic control. 

There are many who would cite the 
recent record of state and federal anti- 
trust prosecutions as convincing evidence 
that the limits of private cooperative en- 
deavour have been reached and prove to 
be narrow indeed—far too narrow to be 
comfortable in any venture into the doubt- 
ful zone. Acknowledging these realities, 
the fact remains that unless the American 
business man continues his part in the 
common effort to evolve business processes 
which more completely answer the needs 
of our social economy, he surrenders the 
task to less experienced hands and hazards 
a long, and perhaps fatal, delay. 

Nor is the invitation of the Supreme 
Court a hollow or barren gesture, born of 
a limited or one sided concept of the public 
interest. The Court’s view as to what is in 
the public interest very properly includes 
the welfare of the business community 
itself. The Chief Justice goes on to say:— 
“And cooperative endeavour may appro- 
priately have wider objectives than merely 
the removal of evils which are infractions of 
positive law,’’* and to leave no doubt that 
these wider objectives may include aifirm- 
ative as well as negative aspects of fair 
competitive opportunities, he adds:—‘“‘nor 
does the fact that the correction of abuses may 
tend to stabilize a business or to produce 
fairer price levels, require that abuses should 
go uncorrected or that an effort to correct them 
should for that reason alone be stamped as 
an unreasonable restraint of trade.’”* 

This statement makes it clear that in 
the eyes of the court the antitrust laws 
do not place a perpetual ban upon joint 
effort to stabilize the business process and 
thereby produce fairer price levels. These 

‘ Ibid. 

5 Ibid. 
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would indeed be idle words if the court 
were not convinced that there was a 
fruitful field for cooperative endeavour 
quite apart from governmentally super- 
vised sanctions. 

In the Sugar Institute case the court 
was dealing with a form of open-price 
trade association, and while it frowned 
upon certain practices which it deemed 
not to be in the public interest, the opinion 
lends much encouragement to those who 
seek diligently for some answer other than 
government control. As to the general idea 
of open prices, the court says:—‘The 
dissemination of information is normally 
an aid to commerce as free competition 
means a free and open market among both 
buyers and sellers; competition does not be- 
come less free merely because of the distribu- 
tion of knowledge of the essential factors 
entering into commercial transactions.’”® 


TWO POINTS OF VIEW 


It is necessary at this point to lay the 
foundation for an important distinction 
which needs to be drawn between true 
open-price reporting and the variety of 
price reporting which prevailed in many 
instances during the National Recovery 
Administration. 

Since many trade associations arise out 
of the state of business depression within 
an industry, it is not unnatural to find 
that their spirit and purpose is strongly 
defensive. The members band themselves 
together to fight a set of conditions which 
constitute the apparent cause for their 
distress. The age-old appeal that “in unity 
there is strength” and that salvation lies 
in “pulling together’ predominates the 
undertaking. So deep are these feelings 
that they are apt to be taken for granted 
as the foundation for all trade-association 
efforts, and he is presumptious indeed who 
ventures to suggest that trade association 


* Ibid. 


might get along under the impetus of any 
other motive. 

It is not surprising to find the defensive 
attitude so deep and abiding a part of 
association efforts because a great part of 
the appeal for group action of every kind 
is based upon the philosophy of individual 
self-sacrifice for the good of the whole 
group. 

A trade association for the exchange of 
price information, supported by a strong 
conviction that they are fighting a com- 
mon enemy, is bound to be attracted by 
the simple formula of the “‘gentlemen’s 
agreement.” Whether the object of the 
defense be “‘the chiseling ten per cent,” 
“the lying buyer,” “foreign competition,” 
of the ‘“‘chain-store octopus,’’ what better 
plan can be devised than “getting to- 
gether” and effecting some simple plan for 
informing one another of their own moves 
and the moves of the enemy? This is an 
age-old pattern that is a part of every 
man’s nature and few there are who can 
resist the thrill of successful organized 
attacks upon a common enemy. The logic 
of this appeal is very strong and it is small 
wonder that people are carried away by 
the apparently limitless possibilities which 
successful group action seems to provide. 

Nor is it easy to disturb the appeal of 
this logic. And yet it is contrary to public 
policy as defined by the Antitrust Laws 
and, to those who see no other approach, 
these laws bar all progress toward self- 
help. To find the weakness of this ap- 
proach, it is necessary to probe deep at 
the roots of our competitive system. This 
system is inherently individualistic and 
this basic characteristic is so bound up 
with our entire social and political fibre 
as to set the grain of our industrial or- 
ganization against those forces which seek 
to submerge the status of individual en- 
terprise. We may be carried away by the 
appeals which arise in the excitement of 
an emergency, but there is enough of a 
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tug at the basic roots of individualism to 
defeat large-scale success of collective ef- 
forts. The rugged individualism which 
emerged to dispel the illusions of the NRA 
must be accepted. The right of the in- 
dividual company to develop and assert 
its own policies constitutes a condition 
which must be met. Any plan or scheme of 
industrial organization by public or pri- 
vate means which is inconsistent with 
this condition “‘goes against the grain,” 
and we must remember that to change 
that grain is to change our entire social 
and political structure. 

Enterprise and individuality are two 
characteristics of which we are proud— 
they are characteristics which stamp the 
American system and their preservation 
is, it seems, a fundamental requirement 
in any trade or industry. Therefore, the 
first requisite of a successful voluntary 
joint effort to end abuses in marketing 
practices is that it bow to rugged individ- 
ualism and avoid any sense of paramount 
duty to the group. The discretion of the 
trade association must not displace the 
discretion of the individual entrepreneur. 

The realiztion that an association effort 
to establish open pricing is not hopelessly 
inconsistent with the spirit of rugged in- 
dividualism requires, first of all, a restate- 
ment of the objectives of an open price 
market. 

Of self-interest, most industries have an 
abundance. The great need is for the self- 
interest to give intelligent consideration 
to facts. Confronted by reliable up-to-the- 
minute information on current market 
prices and a full comprehension on the 
part of each business man of his own 
relative importance in and dependence 
upon the trade, there is every reason for 
this spirit of selfishness to direct the course 
which will net the greatest profit for the 
individual. The more reliable the market 
information and the more comprehensive 
the business man’s knowledge of where he 


stands in his industry, the more his self- 
interest tends to shift from hand-to-mouth 
dealings to a far-sighted, long-range view 
of his operations. 

Recent judicial opinions again sustain 
this view. The following quotation, cited 
with approval by the Supreme Court, 
shows a keen realization of the effect of a 
wider and more precise knowledge of mar- 
ket information:—‘‘Obviously unless both 
buyers and sellers are well informed with 
respect to market conditions, fraud and mis- 
representation are likely to be widespread. 
Thus a buyer, by misrepresenting the price 
obtainable from one refiner may induce a 
competing refiner, ignorant of the actual 
situation, to sell at an unreasonably low 
price .. . immediate publicity given to prices 
and terms of all closed transactions would 
have resulted in preventing the discrimina- 
tion, fraud, and misrepresentation that de- 
fendant professed the desire to avert.’”’ 

It is well recognized that the intensity 
of the price declines in many industries 
during 1932 and 1933 could have been 
greatly modified if buyers and sellers 
shared with each other the full and com- 
plete facts of all markets. 


PUBLICITY 


To those who enter upon an Open-Price 
Association under the conviction that they 
have joined hands to fight a common 
enemy, the legal requirement that all price 
data be made available to buyers and 
sellers alike comes as a rude shock. 

It is tantamount to an order to disclose 
everything to the enemy, and is hardly 
consistent with usual defense tactics. 

It is only when the approach to open 
pricing is made with a full realization that 
the primary interest is not “for the good 
of the industry” but rather for the better 
equipment of individual sellers and buyers 
that this rigid requirement of broad pub- 


7 U.S. v.Sugar Institute, 15 Fed. Supp.8 17 at p. 896. 
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licity becomes intelligible. When viewed 
in this light, the law and the practice are 
thoroughly consistent and the true success 
of an open price association is seen to rest 
upon the scrupulous observance of this 
rule. 

The legality of a plan of open pricing 
rests upon the extent to which both buyers 
and sellers are given access to price infor- 
mation. This point has been dealt with in 
all of the cases passed upon by the Su- 
preme Court involving price reporting. 
The lower court in the Sugar Institute case 
ruled the reporting plan invalid largely 
because of the inadequate manner in 
which the information was released to 
buyers. The Supreme Court’s modification 
of that decree concerned statistics not 
directly related to price, which may prop- 
erly be regarded as confidential to the 
Association. With respect to price infor- 
mation, however, the rigid requirements of 
the lower Court’s decree were sustained. 

The price reporting plan must, there- 
fore, contemplate a genuine effort to make 
the price information “readily, fully and 
fairly available.’’* Just what this means is 
again a question to be decided by the 
circumstances of each industry. Where 
buyers are either well organized or form 
a clearly defined and constant group, the 
availability of the information can be 
made known without difficulty. Other 
situations demand some positive effort on 
the part of the members of the open-price 
associations to bring to the attention of 
the buyers the fact that such information 
is available. 

The term ‘‘buyer’”’ when used in connec- 
tion with a discussion of the extent to 
which price information is disseminated 
requires an important qualification. In 
some instances the buyers and sellers of 
a commodity form a compact group whose 
common interest lies in the market for the 
buyer’s own product, so that an enhanced 


8 297 U. S. 553 at p. 604. 


price of the seller’s product tends to in- 
crease the profit made by the buyer who 
processes or resells the product. There 
might be some justification for the conclu- 
sion in such a case that the phrase “‘read- 
ily, fully and fairly available” implies 
publicity which extended beyond the lim- 
its of this common interest. In other 
words, there must be a balance of eco- 
nomic interests and the publicity must 
extend until such balance is attained. 

The important element in the require- 
ment of publicity is the availability of the 
information. When information is openly 
offered to the trade, the fact that buyers 
lack the interest to call for it does not 
mean that it is not “available.” 

Not only is there a strong legal compul- 
sion behind the honest publication of price 
data, but some very practical considera- 
tions point to the wisdom of the adoption 
of a wholehearted effort to make the buy- 
ers conscious of the fact that price data 
compilations are fully and fairly available 
to them. The success will depend squarely 
upon the fact that every element of the 
market, each seller, and each buyer, has 
it within his power to determine from day 
to day what the goods have sold for in 
actual closed transactions or completed 
bargains. In this situation price secrecy 
is no longer an asset to either buyer or 
seller. 


CLOSED TRANSACTIONS 


Where the collection and dissemination 
of price data are based upon closed trans- 
actions, the approval of the Supreme 
Court as expressed in the Maple Flooring 
Case® may be relied upon. To establish 
unlawful collusion in connection with such 
procedure, it would be necessary to rely 
upon evidence other than the uniformity 
of prices. Where the procedure involved 
the collection and/or dissemination of 
price data on future or pending business, 


* 268 U. S. 563. 
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the same assurance cannot be given. Un- 
favorable inferences may arise and the 
parties to such procedure are in a less 
favorable position to prove that resulting 
prices are free from the effects of unlawful 
restraint.!° Actual proof that all such data 
was “readily, fully and fairly available” 
to buyers as well as sellers would undoubt- 
edly go a long way toward offsetting this 
unfavorable inference. Certainly, the ven- 
ture beyond the limits of “closed trans- 
action” imposes an obligation to stress the 
publicity features of the plan and to have 
at hand ample evidence of positive action 
to this end." 


PROCEDURES 


Space does not permit of a discussion 
of the many interesting procedural prob- 
lems involved in adapting the open price 
policy to a specific industry. Each case 
produces its own set of problems and re- 
quires careful study by those experienced 
in the technique of the open market. The 
treatment of special or unpublished prices, 
meeting the equally low price of a com- 
petitor without lowering the general price 
level, disposing of distress merchandise, 
securing effective publicity for terms and 
conditions of sale and for the specification 
of the product all involve distinct prob- 
lems for each industry. Suffice it to say 
that few indeed are the situations which 
are not amenable to open-pricing tech- 
niques through properly adapted proced- 
ures, 

ACCOUNTANT’S PART 


It is important to note that a program 
of open pricing which does not at the same 
time provide for adequate statistical an- 
alysis of the relative position of each con- 
cern to the industry as a whole, misses a 
most important opportunity to get at the 
Toots of many of the most persistent 
abuses in marketing.” 


297 U.S. 553 at p. 601. 
rd U. S. 553 at p. 601. 
For a more complete discussion of the accountant’s 


RELATIVE POSITION STATISTICS 


The term “balanced relationship” is 
used in this connection to describe the 
process whereby the volume of production 
of a given concern is measured not only 
in terms of its own past performance but 
in terms of the total production of the 
entire industry. This does not necessarily 
involve any of the several theories of pro- 
duction control or production allocation. 
So far as this paper is concerned, it simply 
recognizes the growing significance of 
knowing at all times what is the relation- 
ship between a company and its industry, 
and of realizing fully the consequences of 
distribution policies which alter this rela- 
tionship. In other words, the interest here 
is centered on the development of these 
facts for the use of the management of the 
individual concerns, and not as a part of 
any joint industry-wide ‘“‘balancing”’ pro- 
gram. It is beginning to be recognized 
that the “stability” of a market is achieved 
not by the maintenance of a static level of 
price or volume, but by the enlightened 
self-interest of each management unit act- 
ing in the full knowledge of what is hap- 
pening to itself in terms of the whole 
market, and what effect each market 
movement is likely to have on its business. 

This type of stability does not eliminate 
the chance for the growth of the concern, 
nor does it restrict the entrance of new 
competition. Properly understood and op- 
erated, this form of stability works upon 
the rate of change and tends to moderate 
its fluctuations. It recognizes that it is the 
sudden and violent alterations of relative 
position that contribute largely to disas- 
trous price wars and marketing abuses. 
The more gradual shifts, even if persist- 
ently in the same direction, seldom bring 
about violent defensive tactics. 


part in maintaining a balanced relationship between 
the individual concern and the industry of which it is 
a part, see the author’s address to the National Asso- 
ciation of Cost Accountants in their 1938 Year Book. 
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The organization of an industry-wide 
statistical program which embraces these 
problems is an accounting task of first 
magnitude, and one that can render a 
substantial service in management’s at- 
tempt to bring one source of wasteful dis- 
tribution costs under control. Trade asso- 
ciations have for many years been render- 
ing valuable service in the collection and 
dissemination of the vital statistics of in- 
dustry. Much excellent work has been 
done, but it remains a field which chal- 
lenges the imagination of the accountant 
to develop ways and means of handling 
the masses of detail which flow in from 
the many units of an industry. To so or- 
ganize and present this multitude of facts 
that they tell their story with a conviction 
which calls forth management action is a 
task worthy of theaccountant’s best efforts. 

There is an added interest in these tech- 
niques because in most cases it is necessary 
to present cogent facts without at the 
same time revealing information properly 
confidential to individual concerns. This 
necessity gives rise to the employment of 
many interesting statistical devices, the 
usefulness of which depends to a very large 
extent upon the skill with which the trade- 
association accountant presents his work. 


INVOICE DUPLICATES 


The best opportunities for exceptional 
work of this character arises in connection 
with programs which incorporate the filing 
of duplicate copies of all sales invoices. In 
such cases the trade association itself ob- 
tains the source material from which to 
work, and is not limited in its undertaking 
by the varying quality of the reporting of 
each concern. Used in conjunction with 
thoroughgoing open-pricing plans, the fil- 
ing of invoice duplicates becomes an al- 
most indispensable adjunct and decidedly 
worth the extra cost and effort that is 
entailed. 

A not unimportant by-product of in- 


voice filing is the impetus it gives to better 
internal sales analysis work. To be usefyl 
to the trade-association office, the invoice 
must have a certain minimum amount of 
information as to product classification or 
description, and careful thought must be 
given to adequate geographical analysis, 
The accountant with a keen apprecia- 
tion of the possibilities of realistic sales- 
analysis work must find the field of trade 
association statistics particularly fruitful, 
Here is a real chance for original construc- 
tive effort and it is interesting to note that 
the company accountant has as large a 
part to play in achieving these results as 
does the accountant for the trade associa- 
tion. The company accountant who is 
alert to the possibilities of the work of the 
association will find plenty of opportunity 
to improve the usefulness of the results. 


THE FORM OF THE UNDERTAKING 


The faithful performance of promises to 
supply facts for the mutual benefit of 
buyers and sellers in the industry is a 
basic requirement, and should be dealt 
with in a thoroughly businesslike manner. 
The effort to collect data certainly is not 
worthwhile unless the results inspire that 
degree of confidence which is necessary 
to cause them to be used as the basis of 
current business decisions. Incomplete or 
inaccurate data are worthless for this 
purpose. The same business devices upon 
which trade and commerce rely for the 
execution of promises made in good faith 
should be utilized in connection with 
trade association obligations of this sort. 
Too often such obligations are put on 4 
par with casual promises of cooperation 
made in fraternal or social groups. In 
undertakings to build a body of facts as4 
substitute for false and misleading rumors, 
the casual promise is entirely inadequate. 
The law-merchant provides us with well 
tested and thoroughly effective tools with 
which to work. The certainties of the law 
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of contracts can be substituted for the 
uncertainties of casual and informal prom- 
jses of cooperation. 

These thoughts may be summarized as 
follows: 


The trade association in considering procedures 
affecting price is confronted with three alterna- 
tives: 


1. Each manufacturer may proceed without 
benefit of association with competitors, with no 
exchange of market information. 


This may be characterized asa “blind” market 
in which price levels respond to rumors circu- 
lated among the trade. 


2. Association activity which confines itself 
to exchange of information among its members, 
and has an implied or expressed reliance upon ad- 
herence, without deviation, to prices and terms 
thus announced. 


This may be characterized as the “gentlemen’s 
agreement’’—precise procedures vary from out- 
right agreements on price to arrangements for 
price-list exchange supported by an under- 
standing that the success of the Association 
depends upon the honesty of purpose of the 
members to give advance notice of price devia- 
tions. This alternative rests solely upon mutual 
confidence among competitors. Aside from the 
legal uncertainties implicit in such an approach 
there are practical difficulties: 

a. Those who adhere to the agreement are 
at the mercy of those who almost adhere to it. 

b. It implies a surrender of defensive 
measures in competition. 

c. There is the unlimited right of with- 
drawal which induces lack of continuity in the 
association effort and threatens the mutual 
investment of the members in the association 
procedure. 

d. The odds are very much against the sur- 
vival of this type of organization in times of 
stress. 

e. The alternative is vulnerable to rumors 
circulated by the trade because they tend to 
eat away the tenuous thread of confidence 
which ties the group together. 

f. Almost certain to engender the opposition 
of buyers because of their natural antagonism 


to concerted action of sellers to maintain 
prices. 


3. An open Pricing Plan which follows the 


spirit of the Supreme Court’s interpretation™ 
of the Anti-Trust Laws has additional practical 
advantages which make it the best long-run 
policy because:— 

1. Prices are more likely to be at a fairer level 
—-profiteering sellers and chiselling buyers 
alike suffer checks in their practices. 

2. Rumors are spiked at an early stage. 

3. The plan is not built on false premise of 
mutual confidence among competitors—it 
assumes diverse interests and deals with 
them in a strictly business fashion. 

4, It provides a practical means for building 
confidence in a technique or procedure 
rather than in personalities—and hence has 
the promise of more lasting achievement. 

5. It provides a practical approach to the rela- 
tive-position problem with which every in- 
dustry is concerned and which is an im- 
portant key to full production within the 
limits of demand. 

6. There is a real chance to win the buyer’s 
support for the plan—it assures equality of 
treatment. 

7. There is no surrender of individual rights as 
to pricing policies or defensive selling pro- 
cedure—rugged individualism may have full 
expression. 


There are those who complain that the 
reduction of the agreement to written con- 
tract form belittles the confidence which 
already exists between competitors who 
have sold in the same market for many 
years. These fine relationships do exist 
and form some of the splendid examples 
of industrial leadership inspired with a 
true sense of public service. But this same 
confidence is the product of years of ex- 


13 The court expresses its views in the following 
quotation from the recent Sugar Institute Case: 297 
U. S. 553 at p. 598. 

“... The natural effects of the acquisition of the 
wider and more scientific knowledge of the business 
conditions on the minds of those engaged in commerce, 
and the consequent stabilizing of production and price, 
cannot be said to be an unreasonable restraint, or in 
any respect unlawful. 

“<_ . .Wedecided that trade associations which openly 
and fairly gather and disseminate information as to the 
cost of their product, the volume of production, the 
actual price which the product has brought in past 
transactions, stocks of merchandise on hand, ap- 
proximate cost of transportation, without reaching or 
attempting to reach an agreement or concerted action 
with respect to prices or production, or restraining 
—- do not fail under the interdiction of the 

ct. 


ter 
eful 
dice 
of 
or 
be 
cia- 
les- 
ade 
ful. 
ruc- 
that 
S as 
0 is 
the 
nity 
ults. 
es to 
t of 
is a 
dealt 
ner. 
; not 
that 
ssary 
sis of 
te or 
this 
upon 
the 
faith 
with 
sort. 
on a 
ation 
s. In 
5 asa 
mors, 
juate. 
well- 
with 
e law 


116 The Accounting Review 


perience, one with the other, experience 
which has carefully defined each mutual 
undertaking and scrupulously adhered to 
it. Such confidence is not the product of 
casual or undefined relationships. We sub- 
mit that the carefully drawn contract is 
the best foundation upon which lasting 
confidence can be built. 


MANAGEMENT OF OPEN-PRICING PLAN 


Much could be said of the various 
phases of the management of a contract 
for the gathering and disseminating of the 
essential facts of a given market. In some 
industries these facts take a relatively 
simple form while in others the combined 
skill of the accounting and marketing ex- 
perts is called upon to provide an orderly 
procedure. And there are compliance prob- 
lems, and here the contract may vary 
widely as to the procedures to be followed. 
Some contracts provide for schedules of 
“liquidated damages” with provisions for 
arbitration. In all compliance proceedings 
reasonableness and fairness must be the 
watchword. 


CONCLUSIONS 


Minds schooled in the procedure of 
“gentlemen’s agreements” usually find it 
very difficult fully to appreciate the suffi- 
ciency of information as to past prices. 
To their way of thinking, any plan of this 
sort must involve some sort of future com- 
mitment. There is usually a strong feeling 
that the plan wholly fails which does not 
involve an expressed or implied agreement 
to maintain price levels. A true open-price 
plan relies for its success upon no expressed 
or implied agreement as to future prices. 
Under the terms of this agreement, the 
price a concern files is the price it has 
already used. It is under no obligation, 
either moral or legal, to continue to sell 
at that price. The Supreme Court noted 
in the Sugar Institute case that the de- 
fendants even “free to provide for immediate 


publicity as to prices and terms in all closed 
transactions.” 

It is important to stress the point that 
it is the agreement plus all of the proced- 
ures under it that constitutes the state of 
facts upon which an association is judged. 
Subscribers to an open-pricing plan must 
not be misled as to the value of the words 
of the contract apart from what actually 
goes on in the day-to-day work of the as- 
sociation. Experience proves that false 
fronts are scant protection. The only 
sound course is the whole-hearted adop- 
tion of the principles of open pricing as 
laid down by the courts, and proceed in 
harmony with them. Those who have a 
sincere desire to make an honest effort at 
self-regulation within the law will not be 
deterred by the difficulties that are in- 
volved, but if, on the other hand, there is 
a groping for a cloak of respectability 
under which to operate “‘in the good old- 
fashioned way” it is strongly recom- 
mended that there be no declaration or 
contract of this character. It will not mis- 
lead the enforcement agencies, but it may 
have the unfortunate effect of misleading 
you. 

At the beginning, the purpose of this 
paper was stated as being the focusing 
of attention upon one aspect of the 
Antitrust Laws which affected price and 
pricing policies to show wherein marketing 
and accounting techniques, properly ad- 
justed to the public interest, may serve 
not only to foster law observance but to 
contribute substantially toward reclaim- 
ing for the business community a larger 
measure of control over its own affairs. It 
is submitted that the collection and dis- 
semination of price information in ac- 
cordance with the views of the Supreme 
Court will tend to strengthen competition 
by reducing the abuses which arise where 
secrecy permits discriminatory practices 
to flourish. The natural forces of compett 


4 297 U.S. 553 at p. 601. 
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tion are relied upon to obtain the objec- 
tives of the Robinson-Patman Act, and 
without the ponderous legal procedures 
incident to an official challenge under the 
Act. Full publicity to prices, terms and 
conditions of sale, together with a com- 
bined buyer-seller demand for more com- 
plete grade and quality designations, will 
have surer results in eliminating unfair 
trade practices without the almost in- 
superable difficulties of adducing adequate 
evidence. Almost twenty years ago, Jus- 
tice Brandeis, in a dissenting opinion 
which now represents the opinion of the 
majority of the Court, said of open pricing: 

By substituting knowledge for ignorance, 
rumor, guess and suspicion, it tends also to sub- 
stitute research and reasoning for gambling and 


piracy, without closing the door to adventure or 
lessening the value of prophetic wisdom.'® 


Here, again, the impact of competition 
made strong and vigorous by the confi- 
dence of buyers and sellers alike in full 
and complete publicity of the essential 
elements of the market may be more effec- 
tive than legal processes. Thus, business 
reclaims for itself the job of keeping the 
channels of trade free and clear of the 
abuses which generate destructive com- 
petition. 

But open pricing is but one avenue of 


6 American Column and Lumber Association et al. v. 
U. S., 257 U. S. 377 at p. 418. 


approach. It does not purport to cure all 
of the abuses of marketing. It has been 
detailed here merely as one example by 
which the challenge of the Supreme Court 
may be met. Likewise, the law of agency 
may prove to be more effective than resale- 
price-maintenance contracts in preventing 
an unjustified trespass upon the good will 
of an advertised product. Product cer- 
tification programs may be more effective 
than misbranding laws in certain indus- 
tries. This is to go so far as to say that 
marketing laws may be dispensed with, 
but the growth of great bureaucratic 
agencies for the enforcement of such laws 
may be effectually checked only if business 
itself takes over a large sector of this task 
by means of effective techniques conceived 
and operated with a full consciousness of 
the demands of the public interest. 
Twenty-nine years ago Justice Holmes 
said 

... it is safe to say that the most enlightened 
judicial policy is to let people manage their own 


business in their own way, unless the ground for 
interference is very clear.'® 


Accounting and marketing technicians 
have a special part to play in equipping 
business to do its job so well that this 
. 

clear ground;for interference is kept at a 
minimum. 

16 Dr. Miles v. John D. Park and Sons, 220 U. S. 
373 at p. 411. 


SOME CURRENT PROBLEMS IN ACCOUNTING 
W. WERNTz 


T IS THE intention of this paper to 
| select from the everyday business of 

the Securities and Exchange Commis- 
sion some frequently recurring situations 
hot as yet controlled by well-defined ac- 
counting principles. Reconnaissance of the 
ground and preliminary skirmishes seem 
unnecessary for most accountants are well 
acquainted with the work of the S.E.C. 


and many have codperated in our work. 

Problems involving surplus have con- 
tinued to accumulate since Judge Healy 
addressed the American Accounting Asso- 
ciation at Atlantic City. A large number 
with considerable variety have to do with 
the distinction between capital surplus 
and earned surplus. As a basis for discus- 
sion of some of these problems, we may 
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consider the application of the second of 
the five general accounting principles 
listed by a special committee of the Ameri- 
can Institute of Accountants in a report 
to the Committee on Stock List of the 
New York Stock Exchange. 

“Capital surplus, however created, 
should not be used to relieve the income 
account of the current or future years of 
charges which would otherwise fail to be 
made there against. This rule might be sub- 
ject to the exception that where, upon 
reorganization, a reorganized company 
would be relieved of charges which would 
be required to be made against income if 
the existing corporation were continued, 
it might be regarded as permissible to 
accomplish the same result without reor- 
ganization provided the facts were as fully 
revealed to and the action as formally ap- 
proved by the shareholders as in reor- 
ganization.” 

This principle was announced in 1932. 
In 1936, A Tentative Statement of Ac- 
counting Principles prepared by the 
Executive Committee of the American Ac- 
counting Association included essentially 
the same proposition in items 17 and 19. 
Item 17 reads, “Neither paid-in surplus 
nor surplus reserves should be availed of 
for the absorption of losses. Charges for all 
cost amortization, losses recognized, and 
other asset values expired should be by 
way of the income account to earned sur- 
plus’; and item 19 states that, “Where by 
proper corporate action a deficit has been 
absorbed through a reduction of par or 
stated value of capital stock or by trans- 
fer to paid-in surplus, earned surplus 
thereafter should be so labeled as to indi- 
cate that it dates from a point of time sub- 
sequent to the inception of the corpora- 
tion.” 

This principle was followed in the first 
of the Chief Accountant’s opinions an- 
nounced on April 1, 1937. Mr. Blough in 
that release expressed the principle in 


these words: “It is my conviction that 
capital surplus should under no circum- 
stances be used to write off losses which, if 
currently recognized, would have been 
chargeable against income. In case a defi- 
cit is thereby created, I see no objection 
to writing off such a deficit against capital 
surplus, provided appropriate stockholder 
approval has been obtained. In this event, 
subsequent statements of earned surplus 
should designate the point of timefrom 
which the new surplus dates.” 


QUASI-REORGANIZATIONS 


The restatement of capital and absorp- 
tion of an operating deficit with stock- 
holder approval but without the creation 
of a new corporate entity has been termed 
a quasi-reorganization. The development 
of the principles applicable to such cases 
has brought with it a number of inter- 
esting problems in recent months. 

The exception appended to the general 
rule seems to be founded on the fact of 
consent by all concerned to the taking of 
a new point of departure. To be otherwise 
than illusory, it seems that such consent 
must be given only to the specific trans- 
actions proposed and only after full and 
fair disclosure of all the circumstances. 
However, this vital characteristic of the 
procedure has often been lacking. In con- 
nection with a recent offering of securities 
a copy of a letter addressed to stockholders 
came to our attention. The letter disclosed 
that a transfer from capital to capital sur- 
plus had been ordered by the directors 
five years before without any approval 
whatever on the part of the stockholders. 
As a result, for five years the corporation 
had shown its stated capital at $3,000,000 
less than the legal capital as defined by 
the laws of the state in which it was incor- 
porated. 

In another instance a listed company 
extinguished its operating deficit by trans- 
ferring it to surplus resulting from a re 
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duction of stated capital. This action was 
taken pursuant to a resolution of the board 
of directors and was so reported in the 
analysis of surplus included in the annual 
report sent to stockholders and filed with 
the Commission. Since it was not clear 
from the report whether the stockholders 
had approved of using capital surplus in 
this way a deficiency was cited. Account- 
ants for the company replied by quoting 
the state law to the effect that a reduction 
of capital must have the approval of the 
stockholders but that the directors have 
the authority to write off deficits or losses 
provided disclosure is made in the next 
annual report to the stockholders. If the 
principles underlying the accounting con- 
cept of a quasi-reorganization and the dis- 
tinction drawn between capital and earned 
surplus can thus easily be evaded, it seems 
questionable whether that procedure and 
that distinction can long be maintained. 

Assuming that specific stockholder ap- 
proval is the first step in a quasi-reor- 
ganization, the next may be the question 
of the values to be carried forward. The 
procedure we are discussing rests on the 
assumption that if a corporation finds it- 
self possessed of overvalued properties, 
an operating deficit or both, it is cheaper 
to cure the situation by obtaining consent 
of stockholders to restate capital, mark 
down the assets or write off the deficit in 
a simulated reorganization than it would 
be to create a new corporate entity. 

In view of the general rule, it seems im- 
plicit in such a procedure that reductions 
in the carrying value of assets may not 
be made beyond a point which gives ap- 
propriate recognition to conditions which 
appear to have resulted in relatively per- 
manent reductions in asset values, as for 
example, complete or partial obsolescence, 
over capacity, lessened utility value, un- 
due costliness in operation, or in the case 
of current assets, declines in indicated 
realization value. 


The question is sometimes raised as to 
whether subsequent to the effective date 
of the quasi-reorganization, the basis of 
restating the assets may be changed. Such 
a problem is in effect presented whenever 
a charge is proposed to be made against 
any balance of surplus arising from the 
reduction of capital, although if the quasi- 
reorganization had not been effected, the 
charge would have been required to be 
made to earned surplus or income. In 
some cases, where inherent losses are in- 
determinable in amount at the time of the 
quasi-reorganizations, such a charge may 
be justifiable. On the other hand, if the 
integrity of subsequent earned surplus is 
to be maintained, it would seem that the 
values established ought to be conclusive. 
In one case, for example, no reductions 
had been made in certain investments. 
Some three years later it was proposed to 
establish a reserve against these invest- 
ments by a charge to capital surplus on the 
ground that such a reserve should have 
been established at the time of the quasi- 
reorganization. After discussion, however, 
the charge was finally made to earned sur- 
plus since it could not be shown that the 
losses were due to conditions existing at 
the earlier date. 

Cases similar to these occasionally arise 
although a new corporate entity has in 
fact been created. In such cases the prob- 
lem turns on whether the values estab- 
lished at organization may be restated 
without eliminating earned surplus and 
despite the fact that these values have 
appeared on published statements without 
comment. 

In a case which focussed our attention 
on this question, the corporation had 
carried its plants at values shown on a 
predecessor’s books. After several years 
the stockholders approved a restatement 
of capital and the writing off of part of 
the property against the capital surplus 
created. At the time these transactions 
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took place an earned surplus existed but 
was left undisturbed. On examination of 
its annual report a deficiency was noted 
for failure to exhaust earned surplus be- 
fore using capital surplus for the write- 
down of the plants. The company pro- 
tested that the change demanded by us 
would be misleading because it would con- 
ceal the company’s earning power and 
particularly because the plants written 
off, while taken over at values on the 
predecessor’s books, actually had no value 
at that date. Hence, it was argued that the 
entry was correct as it eliminated value- 
less assets by charges against an over- 
stated capital. On the other hand, the 
showing of the higher values on balance 
sheets for nearly a decade seemed to war- 
rant a presumption that the value had 
been lost during that period and hence the 
charge should have been to earned surplus 
with any resulting deficit carried to capital 
surplus only under the safeguards of a 
quasi-reorganization. The solution finally 
reached permitted the company, on the 
basis of written representations, to file 
corrected statements with an admission of 
the misrepresentation of value prior to the 
restatement of the assets. 

A third problem of some difficulty is 
the question of what type of reserves 
may be established at the time of eliminat- 
ing a deficit. If earned surplus exists, it is 
generally recognized as conservative to 
establish reserves therefrom in anticipa- 
tion of losses which may reasonably be 
expected to occur at some time in the 
future. Is it equally proper to establish 
such reserves by increasing an existing 
deficit in earned surplus and thereafter 
eliminating such deficit against capital 
surplus? 

To cite a few examples: A manufactur- 
ing company having considerable silver in 
its inventories wished to set up a reserve 
for price declines which might result from 
the removal of the government market at 


some time in the future. No claim was 
made that any such action was believed 
to be contemplated or that the loss was 
inherent in the inventory now on hand. 
Capital surplus was thus in effect to be 
used to absorb a normal operating risk 
of the future. In another case, a mining 
company’s board of directors, following a 
quasi-reorganization, appropriated ap. 
proximately $1,500,000 from capital sur. 
plus, one half as a reserve for the investi- 
gation and acquisition of mining oppor- 
tunities and the other half as a reserve for 
retirement bonus to employees. At first 
blush both of these reserves looked very 
much like the inventory reserve just men- 
tioned in that they seemed to deal with 
the future rather than the past. Further 
investigation as to the reserve for retire- 
ment bonus developed the fact that the 
company’s principal mine property was 
nearly exhausted and that the company 
when retiring employees because of a de- 
cline in operations paid at severance 
bonuses based upon the employee’s years 
of service. It seemed reasonable that a 
reserve for these payments should have 
been provided out of past profits and the 
charge against capital surplus was allowed 
to stand. 

As for the reserve for investigation and 
acquisition of mining opportunities, the 
company’s accountant argued that such 
activities were outside the usual and or- 
dinary activities of the company and that, 
since the directors had made specific pro- 
vision for them, expenditures in further- 
ance of these purposes should be properly 
charged against the reserves and not 
against the operations of the future yeats. 
Expenditures such as these, however, seem 
to have little bearing on the past, but, on 
the contrary, seem to represent a hopeful 
view of the future, and if the results prove 
disappointing, a loss attributable to the 
future. 

As a fourth step in the procedure, it 
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seems essential that earned surplus be 
exhausted. A somewhat unusual variation 
of this problem was discovered in material 
filed by an investment company. The com- 
pany had a small earned-surplus balance 
when the directors asked the stockholders 
to approve a reduction in the stated value 
of the stock to create a capital surplus to 
be designated “‘Reserve for Possible Losses 
on Sales of Securities.” In connection with 
this change the company proposed to 
adopt the practice of segregating gains 
and losses on security sales from income 
from interest and dividends. Since or- 
ganization of the company over ten years 
earlier, however, both had been included 
in the income statement and carried to a 
single earned-surplus account. It was now 
proposed to apply the new principle to 
all prior years by transferring to earned 
surplus from the reserve created from capi- 
tal surplus a sum equal to the net losses of 
all prior years, which had been charged in 
those years to earned surplus. On this 
point the Commission, in reviewing the 
proposal, concluded that it would not be 
in accordance with good accounting prac- 
tice to emerge from a quasi-reorganization 
with a balance of earned surplus created 
by transferring security losses of prior 
years to capital surplus presently cre- 
ated. 

In another case a company sought to 
charge an operating deficit larger than all 
existing capital surplus to the latter ac- 
count and describe the resulting balance as 
“Capital Surplus (Deficit).” Even though 
this procedure was approved by stock- 
holders, is it possible, within the realm of 
sound accounting that an operating defi- 
cit can thus easily be eliminated or indeed 
that there can be such a concept as a capi- 
tal surplus deficit? 

I have cited a few examples of problems 
that arise at the time a quasi-reorganiza- 
tion is effected. Other difficulties develop 
in transactions following the reorganiza- 


tion. For example, what is the proper 
treatment of profit or loss realized on the 
sale of assets written down or subsequent 
recovery of losses recognized in the reor- 
ganization? If depreciation is based on 
written-down values, must the difference 
between the old and new charges and the 
effect on profits be shown? If so, for how 
long a period? Do special rules apply to 
marketable securities in case of reduction 
to the current market value of the mo- 
ment? Should a corporation after a quasi- 
reorganization be considered as an entirely 
new legal entity and these questions de- 
cided on that basis or must we continually 
refer back to the old bases in recording 
profit or loss upon disposal of revalued 
assets? 

A very simple example of the problem 
is the case of a recovery of bad debts and 
balances in closed banks written off at the 
date of the reorganization. The registrant 
had credited these items to earned surplus 
and profit and loss while our examiners of 
the statements felt that the credits should 
have been to capital surplus. In this in- 
stance after discussion with the regis- 
trant’s accountant the objection was 
waived on grounds of immateriality but 
without actually deciding the principle 
involved. 

A much more important case involving 
several problems was that of a large in- 
vestment company holding substantial 
blocks of stock of several companies. This 
company restated its capital and wrote 
down the values of its securities to market, 
first eliminating earned surplus and charg- 
ing the balance partly to capital surplus 
and partly to reserve for investments 
which had been created from capital sur- 
plus. The company in a letter to stock- 
holders advised them that any profits 
arising from sales of securities at prices in 
excess of the marked-down values but 
less than original cost would be credited 
to capital surplus and that losses based on 
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the marked-down value would be debited 
to earned surplus. 

In that case also certain dividends on 
the company’s investments had been de- 
clared prior to the effective date of the 
quasi-reorganization but under the com- 
pany’s accounting methods would not be 
taken up in the accounts until after the 
effective date when payment was re- 
ceived. Are such dividends income to the 
reorganized company or are they to be 
treated as a restoration of capital surplus 
since, if recorded when declared, the nec- 
essary charge to capital surplus would 
have been reduced? 

If investments representing control are 
held by the reorganized company, a ques- 
tion is raised as to the proper treatment 
of the surplus of the subsidiaries existing 
at the date of the quasi-reorganization. 
In a number of cases on this point we have 
taken the position that the effective date 
must be regarded as a date of acquisition 
of control for the purpose of freezing the 
surplus of the subsidiaries. To consider 
dividends from such surplus as a proper 
credit to the subsequent income and 
earned surplus of the parent would ob- 
viously negative the principle that earned 
surplus must first be exhausted and would 
permit the anomaly of a reorganized com- 
pany immediately obtaining an earned 
surplus through declaration of dividends 
by its subsidiaries out of prior earnings. 
If the carrying value of investments in 
subsidiaries were not changed in reor- 
ganization, it is perhaps arguable that 
dividends from subsidiaries may be cred- 
ited to capital surplus rather than as re- 
ductions of investment to the extent that 
such dividends, if received prior to reor- 
ganization, would have been considered 
proper credits to income. 

It is generally conceded that after writ- 
ing off a deficit the new earned surplus 
should be dated. But the question often 
arises as to the appropriate date to be 


chosen. It seems clear that it would be 
inequitable to permit a retroactive ad- 
justment as of a date long past, since such 
a procedure would permit through hind- 
sight the choice of the date when losses 
ceased and earnings began. In addition, 
the accuracy of all intervening financial 
statements, correct when filed, would be 
challenged. On the other hand, it hardly 
seems necessary to require the effective 
date to be that at which the consent of 
stockholders was given. As a solution it 
may be suggested that except under un- 
usual circumstances a date not prior to 
the close of the most recent fiscal year 
should be selected. Preferably the date 
should coincide with the fiscal date in 
order that the year-end statements might 
be used to establish the starting point and 
to prevent the need of determining interim 
profits. It seems desirable that the neces- 
sary corporate action be taken as soon 
after the date selected as is practicable. 

To summarize the examples discussed, 
I would like to suggest for your considera- 
tion certain of the main principles which 
to my mind should underlie the use of the 
quasi-reorganization technique. To effect 
such a procedure it seems to me necessary 
that (1) earned surplus be exhausted; (2) 
no deficit remain in any surplus account; 
(3) subsequent statements of earned sur- 
plus designate the point of time from 
which the new surplus dates; (4) the 
specific transactions be approved in ad- 
vance by all classes of persons entitled to 
vote on matters of corporate policy; (5) 
assets be not reduced below their “fair” 
value; (6) the date chosen be as recent as 
is practicable but not ordinarily prior to 
the close of the most recent fiscal year; 
and (7) in the case of affiliated corpora- 
tions, the effective date be recognized as 
having the significance of a date of acqui- 
sition of control in dealing with dividends 
from subsidiaries and in classifying surplus 
on a consolidated balance sheet. 
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The procedure is new. Many vexing 
questions are unsettled. Not the least of 
them is this, may the process be repeated 
—not at all, as often as may be desired, or 
only under stringent restrictions? 


RESTORATION OF EARNED SURPLUS 


Another unusual development of the 
distinction between capital and earned 
surplus has recently appeared. In a num- 
ber of recent cases registrants, with the 
approval of their accountants, have sought 
to reconsider charges previously and prop- 
erly made to earned surplus in the light 
of the subsequent history of the company. 
It is conceded that an erroneous entry 
may later be corrected. But if a completed 
transaction is recorded in accordance with 
accepted accounting principles, is there 
justification for reconsideration of the 
entry and subsequent change in treat- 
ment? In some cases the changed treat- 
ment may have been an acceptable al- 
ternative at the time of the original entry. 
In others, the alternative treatment is ac- 
ceptable, if at all, only in the light of sub- 
sequent unrelated and unforeseen condi- 
tions. Typically, the problem arises in the 
form of a charge to capital surplus and a 
concomitant credit to earned surplus. In 
some cases the capital surplus was present 
at the time of the original entry. In others, 
the capital surplus resulted from the sale 
of original issues or from dealings in 
treasury stock subsequent to the original 
entry. Perhaps the problem is merely a 
simple one of deciding whether there is a 
statute of limitations which runs against 
accounting decisions. A recital of some 
few cases will serve to illustrate the prob- 
lem. 

A registrant included in its balance 
sheet at the close of the last fiscal year 
this item: 


Earned surplus (including $4,500,000 which 
had been capitalized as part of a $5,000,000 stock 
dividend in 1922 and returned to earned surplus 


upon reduction of capital stock from $6,000,000 
to $1,500,000 in 1933) $5,295,273.45. 

Conferences and correspondence brought 
out that in 1922 a stock dividend of 500% 
was declared and charged to earned sur- 
plus lest a tax be imposed upon the ac- 
cumulated surplus of corporations. By 
1933 earned surplus had dwindled. The 
company thereupon translated its $100 par 
stock into an equal numberof no-par shares 
with a stated value of $25. To record this 
exchange it was proposed to debit capital 
and credit earned surplus in the amount 
of $4,500,000, thus leaving $500,000 of 
the previously capitalized earned surplus 
in the capital-stock account. 

The registrant and its advisors sought 
to rationalize this entry on the ground 
that the $4,500,000 was earned surplus 
because the effect of a stock dividend 
followed by a reduction in stated value 
of the shares was not substantially differ- 
ent from a split up of shares in which case 
earned surplus would have been left in- 
tact. It was also claimed that the stock- 
holders’ action in 1933 was not substan- 
tially different from the rescission of a 
dividend pursuant to which no actual dis- 
tribution of any portion of the company’s 
assets had actually been made. It was 
thus argued that the two transactions, in 
this case eleven years apart, should be 
considered as one since during that period 
the registrant was a closed corporation 
and no representations had been made to 
creditors or to the investing public that 
the surplus had been permanently capital- 
ized. As a final point the position was 
taken that since the $4,500,000 in question 
was derived from earnings and since as- 
sets were never distributed to stockhold- 
ers, it is proper, if not necessary, to reflect 
this amount at this time as earned surplus 
and not as capital surplus. 

The reasoning is ingenious and inviting 
but inconsistent with a sound basis for 
stating the accounts of a corporation. It 
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does not seem desirable for the commis- 
sion to take a position which permits a 
corporation to capitalize surplus in one 
year, with a deliberate purpose in mind, 
and then many years later, with another 
purpose in mind after the earlier danger 
has passed, permit the corporation to 
rescind its former action and tell stock- 
holders that after all we do have earned 
surplus even though we have called it 
capital all these years. 

Under the provisions of the applicable 
form segregation of this amount could not 
be required since all surplus was carried 
in one account. However, it was insisted 
that the designation “earned surplus” be 
deleted. 

Many accountants, as well as business 
men, in good times have considered it a 
virtue to charge off patents, trademarks 
and goodwill against any surplus avail- 
able, paid-in or earned. More recently, the 
American Institute of Accountants has 
taken the position that write-offs against 
capital surplus must not be used “to re- 
lieve the income account of the current or 
future years of charges which would other- 
wise require to be made against income.” 
This principle restricts write-offs against 
capital surplus to intangibles which con- 
vention has held to be not subject to 
amortization in determining income. While 
this may be debatable, we may accept it 
for our present purpose. 

A registrant whose financial statements 
were questioned as this paper was being 
prepared had charged against earned sur- 
plus approximately $1,300,000 to elimi- 
nate patents, development and goodwill. 
At the time the entry was recorded no 
paid-in surplus existed. Several years later 
common stock was sold and part of the 
proceeds credited to paid-in surplus. With 
paid-in surplus now available, the com- 
pany resurrected the previous charges of 
intangibles to earned surplus by trans- 
ferring a sum from paid-in surplus to 


earned surplus. The balance left in paid-in 
surplus after this and other charges was 
appropriated to reserves for investments 
in and advances to non-consolidated sub- 
sidiary companies. 

There are two new aspects of the sur- 
plus question raised by this case. The first, 
is it proper, having charged goodwill 
against earned surplus when no paid-in 
surplus existed, to transfer the charge years 
later when a paid-in surplus arises from a 
sale of stock? The accountants in the 
case expressed their views on this question 
in these words: “Ji is proper to restate the 
classification of surplus whenever an event 
occurs making it necessary or appropriate; 
and the subsequent creation of a capital 
surplus, raising the contrast between earn- 
ed surplus and capital surplus, is such an 
event.” 

Without considering the question of 
whether goodwill may be charged against 
paid-in surplus existing at the time of the 
write-off, it appears that if a corporation 
has reached a decision to charge off good- 
will against earned surplus there can be 
no justification for a transfer at a later 
date to paid-in surplus non-existent at the 
time the original decision was made. It 
seems unreasonable to suppose that the 
first decision could have been made with 
a reservation that if a paid-in surplus 
arose in later years, it would be used to 
absorb the charge. If, under these circum- 
stances, a transfer from paid-in to earned 
surplus may not be availed of to increase 
earned surplus, may the corporation resort 
to a reversal of the entry which charged 
goodwill to earned surplus? I need not 
express an opinion on this question for so 
far as I can recall the question has not as 
yet been presented to us for consideration. 

A second problem, potentially more 
troublesome than the first, arises from the 
provision out of paid-in surplus of a re 
serve for investments and advances to 
non-consolidated subsidiary companies. 
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This opens up the general question of 
whether it is ever proper to appropriate 
paid-in surplus, however created, to pro- 
vide for losses which when sustained 
should be charged to profit and loss or 
earned surplus. In the case under discus- 
sion and in a closely similar case, the re- 
serves were to provide for possible losses 
in investments in a foreign country where 
foreign business was being seriously har- 
assed and losses were imminent. 

In another annual report a reserve for 
deferred experimental and development 
costs was provided out of capital surplus 
and increased in the following year. In 
the first year the explanation was given 
that the reserve was for the write-down of 
intangibles and ‘‘was effected as a general 
valuation adjustment in the interests of 
conservatism and does not represent any 
regular prorate of the elements involved.” 
Further inquiry discloses that heavy ex- 
perimental and development expenses are 
a regular feature of this industry and may 
be considered a normal charge to profit 
and loss. If amortization is thus avoided, 
it seems clear that the company’s method 
results in an overstatement of earnings 
for the years in question and an under- 
statement of the operating deficit and 
capital surplus. If the purpose of such re- 
serves is to warn all interested parties that 
net worth may be impaired to that extent, 
will not the message be lost if the charge 
is made against paid-in surplus rather 
than earned surplus? In other words, the 
principle under discussion,—‘‘Capital sur- 
plus, however created, should not be used 
to relieve the income account of the cur- 
tent or future years of charges which 
would otherwise fall to be made there- 
against” —must be construed to apply to 
the creation of reserves for possible losses 
as well as to the absorption of previously 
unrecognized losses such as were the sub- 
ject of our accounting release number one. 

Space will not permit the outlining of 


other fields such as consolidations in which 
problems arise almost daily, but it seems 
desirable to present one further illus- 
tration of a confusion of income and sur- 
plus. 

The company in question had negoti- 
ated a large number of stock subscription 
contracts under which the subscribers 
agreed to purchase par-value common 
stock at a premium. Typically, this in- 
volved a cash payment in excess of sales- 
men’s and broker’s commissions and for 
the balance a note payable in instalments 
running for as many as fifty months. The 
stock was issued but held by the company 
as security for the notes which did not 
bear interest but contained a clause to the 
effect that “‘the dividends on the stock 
may be retained as the total interest 
hereon until the principal is paid.” 

At the time registration was sought a 
large number of the contracts had been 
executed and a substantial amount of 
cash had been received. However, an 
analysis of the subscription notes receiv- 
able showed that the majority were in 
default, many for several years. Further- 
more, the contracts provided that on de- 
fault any amounts received thereon should 
be retained by the company as liquidating 
damages. During a period of six years 
prior to the company’s application, total 
income reported consisted chiefly of inter- 
est on the subscription contracts. 

Reduced to simplest terms the com- 
pany’s accounting recorded the subscrip- 
tion by debiting cash and notes receivable 
and crediting capital stock, deferred pre- 
mium and paid-in surplus, the latter ac- 
count being credited with the cash re- 
ceived less commissions. The cash was 
usually less than the total premium in- 
cluded in the contract price so that the 
notes were equal to par and the amount 
credited to deferred premium. As addi- 
tional amounts were received cash would 
be debited and notes receivable credited 
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and at the same time a corresponding 
amount would be transferred from de- 
ferred premium to paid-in surplus until the 
total premium had been collected. 

Dividends were paid from time to time 
and debited to paid-in surplus and where 
the stock was held as collateral on con- 
tracts the credit would go to the contract 
account which would in turn be debited 
for interest accrued in the amount of the 
dividend. The balancing entry for the ac- 
crued interest was to a profit-and-loss 
account “interest on notes.” Since a net 
income resulted from this procedure, this 
too had the appearance of being a source 
of further dividends and the consequent 
accruing of interest. 

Upon careful consideration of the en- 
tries, the underlying question seems to be 
whether or not this is a revolving device 
for presenting the appearance of income. 
Conservative management would perhaps 
have dictated the cancellation of the con- 
tracts and the forfeiture of the stock. This 


would have wiped out most of the com. 
pany’s assets and income. If the condition 
in the note be merely a method of pre- 
venting dividends until the stock had 
been fully paid, would not sound account- 
ing at least require a direct offset of the 
interest and dividends so as to reflect 
clearly the operations of the business? As 
presented, the device at best would seem 
to be founded on a principle that dividends 
on treasury stock are income. But this | 
believe is conceded on all sides to be in 
direct contravention of sound accounting 
principles. 

The cases sketched should not be 
thought of as unusual, but rather as par- 
ticular variations of recurrent themes. The 
body of accounting principles which is 
emerging through the efforts of the Ameri- 
can Accounting Association and those of 
other professional bodies may best be 
tested by application to cases as they 
arise. This testing process is peculiarly 
within the province of the Association. 


CAPITAL GAINS AND LOSSES IN ACCOUNTING 
KENNETH L. SMITH 


American treatment of capital gains 

and losses for income-tax purposes 
is frequently referred to in discussions of 
the tax problem. Except for the influence 
of pressing revenue requirements (which 
may be considerable) the taxing practice 
at a given time and place is likely to reflect 
popular concepts and business practices 
which are peculiar to a particular society. 
An analysis of the difference between 
British and American accounting for capi- 
tal gains and losses is interesting because it 
discloses a fundamental difference in busi- 
nessmen’s concepts of profits. This implies 
that there have been significant differences 
in the conditions under which business has 
developed in the two countries. 


T* DIFFERENCE between British and 


THE NATURE OF CAPITAL 
GAINS AND LOSSES 


Capital gain has been defined as “profit 
upon realization of assets otherwise than 
in the ordinary course of business, this 
profit being the excess of the proceeds of 
realization over the cost of the property 
realized.’ 

Accounting makes a careful distinction 
between realized and unrealized capital 
increments, the latter generally being des- 
ignated “appreciation.” Realization is the 
fundamental prerequisite to the recogni- 
tion of a gain (or profit). This implies 4 
bargained price with an outsider (i.e., a 
sale). In the case of losses, however, recog- 


1 George O. May, “Taxation of Capital Gains,” 
Journal of Accountancy, November 1922, p. 321. 
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nition may be desirable even though a 
transaction with another party is not con- 
templated. 

No matter how capital gain is defined 
the most significant feature of the transac- 
tion is that it does not occur in the or- 
dinary course of business. It may be de- 
scribed as non-recurring, occasional, spo- 
radic and outside the regular fulfillment of 
the particular function of an enterprise. 
Acapital gain is not earned in the sense of 
being compensation for services rendered. 
As a matter of fact many capital gains 
arise from conditions or causes which are 
not subject to the control of business man- 
agement. Such factors include, (1) natural 
growth of certain assets; (2) changes in 
relative value of certain property as com- 
pared with other property; and (3) 
changes in money value of property as a 
result of fluctuations in the value of the 
medium of exchange.’ 

Another peculiarity of capital gain from 
the accounting point of view is that it is 
not recognized until actually realized. 
There is no generally acceptable account- 
ing device for accruing an unrealized capi- 
tal gain year by year. The act of realiza- 
tion is the essence of the matter so far as 
accounting is concerned, and this require- 
ment is in harmony with conservative 
business practice. But, from a managerial 
or investment point of view, value incre- 
ments which happen to have been realized 
in a particular period may have nothing 
in common with recurring income earned 
from operations during that period. There 
isa marked distinction between the regu- 
lar income from trading, or from interest 
and rent, and an extraordinary capital 
gain which merely has been realized in a 
certain year. The truth of this statement 
is well demonstrated when we attempt to 


*A. C. Littleton, “Dividends Presuppose Profits,” 
Tae Accountinc Review, December 1934, p. 307. 

*George O. May, “Taxation of Capital Gains,” 
op. cit., p. 321. 


compute capital value by capitalizing 
earnings, as is frequently done. Obviously, 
in such a computation, capital gain must 
be excluded from earnings because that 
gain normally represents either “‘(a) the 
capitalized value of a change in capacity 
to earn recurring income (demonstrated or 
assumed); or (b) a change in the rate of 
capitalization applied to an unchanged 
earning capacity; or (c) a combination of 
the two.” This being so, the capital gain 
cannot properly be added to recurring 
earnings to form the basis for computing 
capital value by capitalization of earning 
power. A very important point in prepar- 
ing financial reports is that of taking steps 
which will prevent investors and potential 
investors from committing such an error.‘ 

The conditions and circumstances which 
bring about capital losses (realized or uh- 
realized) are various. A change in price 
levels may be a cause. Obsolescence is 
frequently associated with capital losses. 
In the case of security investments, factors 
related solely to market conditions may be 
primarily influential. To say that capital 
losses are always non-recurring and out- 
side the regular fulfillment of the particu- 
lar function of a business enterprise is 
hardly accurate because obsolescence and 
many of the other risks which might result 
in loss of capital are always present and 
cannot be disassociated from the purposes 
of an enterprise. This point is significant 
because it is more or less natural to regard 
capital loss as the exact converse of capital 
gain. Closer analysis discloses that this 
assumption is not necessarily correct. The 
so-called capital losses may result from 
faulty estimates in the amortization of the 
long-term assets or outlays. 

Probably a majority of capital losses in 
this country, particularly in recent years, 
have represented value adjustments. That 
is, actual sale to another party did not 


4 George O. May, “Capital Value and Annual In- 
come,” Journal of Accountancy, February 1936, p. 99. 
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take place. In some cases a sharp, sudden 
drop in price levels may have necessitated 
the adjustment, but more often the re- 
valuation has been required because of 
previous overcapitalization (inflation of 
asset values) or because of obsolescence. 
In some instances, however, it would ap- 
pear that the corporate management was 
unduly influenced by a desire to decrease 
the depreciation base thereby enlarging 
the prospects for future dividends. This 
practice is to be condemned from every 
angle because it defeats the accounting 
purpose of determination of income. 


BRITISH ACCOUNTING FOR CAPITAL 
GAINS AND LOSSES 


The theories that fixed assets may be 
viewed as a long-term deferred charge or 
as outlays intended for consumption in 
service-rendering activities do not appear 
frequently in British accounting literature. 
Fixed assets are customarily referred to as 
assets of a permanent nature which are 
acquired for use and are not held for resale. 
Although the double-account balance 
sheet is no longer in general use the sharp 
distinction between fixed and floating (cir- 
culating) capital persists. These concepts, 
which date at least as far back as Adam 
Smith, seem to be associated with the 
British standards in accounting for capital 
gains and losses. 


Dicksee says: 


When a shrinkage in the value of assets has 
occurred, owing to causes outside the ordinary 
operations of carrying on the business, it would 
not be proper to debit such wastage to Revenue 
account, for...the actual result of trading 
operations would be obscured. If thought desir- 
able, such losses of capital may be made good by 
specifically allocating profits on Revenue Ac- 
count to that purpose, but under no circumstances 
does the law require this to be done before profits 
are divided among the proprietors of the under- 
taking, and in any event it is clearly desirable 
that the accounts should distinguish between 
proper expenditure on Revenue Account, and 
such incidental losses on Capital Account as may 


have occurred. It thus follows that capital assets 
may decrease in value without Revenue being 
affected in consequence.® 


The foregoing clearly indicates the Brit- 
ish position that the profit-and-loss ac- 
count is intended to show only the results 
from ordinary operations for the year, 
With the exception of the provision for 
ordinary depreciation, any loss of fixed 
capital investment is regarded as entirely 
disassociated with the operation of a busi- 
ness enterprise. It follows that capital 
gains are not considered a part of the an- 
nual net income. 

British accounting writers stress the ne- 
cessity of recognizing the special nature of 
capital profits and losses as being entirely 
distinct from the profits for the year! 
From the British point of view, the inclu- 
sion of a capital gain in the profit-and-loss 
account would be an extremely objection- 
able overstatement of the profits for the 
year. 

In the case of sole proprietorships or 
partnerships capital profits or losses are 
carried directly to the owners’ capital ac- 
counts. But legal restrictions prohibit a 
treatment so direct and simple in the case 
of limited companies. The share capital 
of a limited company is fixed and may be 
altered only in a manner prescribed by 
law. To meet legal requirements capital 
profits are generally carried to an account 
called “Capital-Reserve Account.” As a 
practical matter the capital-reserve ac- 
count is a capital account. It even has 
legal characteristics which render it simi- 
lar to share capital because the capital re- 
serve may not be distributed as dividends. 
It may, however, be used to absorb capital 
losses or for paying up bonus shares. An- 
other interesting feature of the capital- 
reserve account is that it receives credits 

SL. R. Advanced Accounting (Seventh Edi- 


tion, 1932), p. 
*S.W Principles of Accounting (1934), P. 


92. 
 Ibid., p. 93. 
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for any appreciation of fixed assets that 
may be recorded. It would therefore ap- 
pear that a capital loss (realized or un- 
realized) might be written off against a 
write-up representing appreciation. In 
general the capital-reserve account may 
include capital profits, appreciation, and 
other profits (net) which are, either by 
law or will of management, not distribut- 
able as dividends. Rowland states that 
“Premiums on Shares” and “Forfeited 
Shares,” although usually shown under 
separate headings in the balance sheet, are 
also in the nature of capital reserve.® 
Under certain conditions there may be 
a decision to distribute realized capital 
profits as a dividend to shareholders. If 
the Articles of Association do not prohibit 
distribution and a surplus remains after 
a bona fide revaluation of all remaining 
assets, realized capital profits may be dis- 
tributed without legal restraint. If dis- 
tribution is contemplated, capital profits 
should not be transferred to capital reserve 
but to the ‘General Reserve” and ear- 
marked as available for distribution. A 
general reserve represents sums set aide 
out of profits to provide against unknown 
future contingencies, to increase working 
capital, to equalize dividends, or merely 
to strengthen the financial position.® A 
general reserve presupposes a profit and is 
in fact an appropriation of profits. From 
a balance-sheet point of view the general- 
reserve caption, together with any undis- 
tributed profit-and-loss balance, is gen- 
erally comparable to the earned-surplus 
caption (free and appropriated) in Ameri- 
can practice because either merely repre- 
sents a surplus of assets over capital and 
liabilities. Any debit balance in the profit- 
and-loss account must be written off 
against the general reserve. It would there- 
fore be possible for capital profits set 


* Ibid., p. 201. 


R. M. de P 
(1936), p. 131. e Paula, The Principles of Auditing 


aside in the general reserve to be extin- 
guished by subsequent operating losses. 

Another alternative for the disposition 
of a capital profit is to transfer it to the 
credit of some asset account. If this course 
is adopted the usual practice is to write 
down an intangible asset such as good 
will.!° Writing down a tangible asset be- 
yond the necessary requirements for or- 
dinary depreciation would create a secret 
reserve, which would be objectionable. 

It is clear that capital losses may be 
charged against the capital-reserve ac- 
count without affecting the profit-and- 
loss account. The question will arise as to 
what disposition must be made of a capital 
loss of a limited company which cannot be 
absorbed in an existing capital reserve. 
There appears to be no objection to trans- 
ferring a capital loss to the profit-and-loss 
account. If the loss is a heavy one, it may 
be permissible to write it off over a limited 
number of years, the unabsorbed balance 
at the end of each period being shown in 
some distinctive heading in the balance 
sheet." 

Obviously capital losses cannot be deb- 
ited directly to share capital account be- 
of the same legal restrictions which pro- 
hibit the crediting of capital profits 
directly thereto. 

As a practical matter the treatment of 
capital losses of a limited company is 
bound up with the question of distribut- 
able profits; it also involves the question 
whether or not capital losses must be made 
good before current profits may be dis- 
tributed. From the point of view of British 
legal decisions losses or wastage of fixed 
assets need not necessarily be made good 
before revenue profits are distributed but 
must be made good before capital profits 
may be distributed. The company’s Mem- 
orandum and Articles of Association may 
require capital losses to be made good out 


10S. W. Rowland, op. cit., p. 93. 
Tbid., p. 94. 
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of revenue profits, however. It is clear that 
the British regard the provision for de- 
preciation as essential to the prosperity 
and success of a continuing undertaking.” 
Accordingly the business practice is to 
provide for depreciation of such fixed assets 
as buildings, plant, and machinery out of 
profits. If fixed assets, however, are wast- 
ing assets, as in mining companies, provi- 
sion for replacement is rarely made. 

Obsolescence is regarded by the British 
as an extraordinary loss, separate from 
normal depreciation, and when recog- 
nized, as being capable of deferred treat- 
ment through “Obsolete-Plant-Suspense”’ 
account. This account would be amortized 
against revenue over a period of several 
years. This method is considered desirable 
if the loss is moderate and is occasioned by 
substitution of an improved type of asset 
from which future operations are expected 
to benefit materially. If the loss is so great 
as to impair irretrievably the earning ca- 
pacity of the concern in relation to its 
stated share capital, then a capital-reduc- 
tion plan is generally considered necessary. 

Certain aspects of British accounting 
for profits on the sale of securities are in- 
teresting. When a concern re-sells at a 
profit any securities which have been pur- 
chased out of its surplus income or unap- 
propriated profits, such profit is shown in 
the profit-and-loss account for the year in 
which realized. If any of the capital con- 
tributed by the shareholders has been in- 
vested in securities they are regarded as 
fixed assets. Any profit on the sale of se- 
curities classified as fixed assets is treated 
as a capital profit and may not be included 
in the profit-and-loss account. 

The securities owned by investment 
trust companies are classified as fixed as- 
sets because the main object of those com- 
panies is to invest funds in the shares of 
other companies with a view to receiving 
a regular income from dividends. Profits 

12S. W. Rowland, op. cit., p. 260, 


and losses on the disposition of their hold- 
ings are regarded as capital profits or 
capital losses. In contrast, the securities 
owned by the British finance companies 
are regarded as floating assets (stock-in- 
trade). The main object of the finance 
companies is to earn profits by promotion 
and by buying and selling securities in 
other companies. Profits and losses on the 
sale of securities are shown in the profit- 
and-loss account for the year. These ex- 
amples demonstrate how British classifi- 
cation of profits and losses is influenced by 
the purpose for which the assets sold were 
originally acquired. 


AMERICAN ACCOUNTING PRACTICE 


The definition of earned surplus adopted 
in 1930 by a special committee of the 
American Institute of Accountants classi- 
fied realized capital gains as earned sur- 
plus. It follows that capital losses are or- 
dinarily chargeable to earned surplus. 
Prior to 1930, many American accountants 
approved of carrying capital gains to the 
capital surplus account." This earlier prac- 
tice appears to have been associated with 
British tradition and it had considerable 
merit from a financial point of view. Dur- 
ing the 1920’s, a period of rising price 
levels, the more conservative business 
men and accountants apparently recog- 
nized the wisdom of classifying capital 
gains in a surplus caption which was not 
considered available for dividends. This 
treatment, like the British practice had 
the effect of reserving capital gains against 
future capital losses. 

There is little doubt that the definition 
of surplus adopted in 1930 is now firmly 
established in American practice. The 
chief point of difference among account- 

8 Paul W. Pinkerton, “The Classification of Sur 
plus,” Administration, November 1922, p. 589. 

C. B. Couchman, The Balance Sheet (1924), p- 194. 

H. A. Finney, Principles of Accounting (1923), Vol. 
Ch. 7, p. 14. 

we Reiter, Profits, Dividends and the Law (1926), 
p. 206. 
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ants is whether capital gains and losses 
should be reported in the income state- 
ment or in the surplus account. In this 
respect practice has not yet adopted a 
standard or generally accepted method of 
reporting." 

In practice significant deviations from 
the accounting ideal are frequently re- 
quired in recording the effects of capital 
losses of substantial amounts. A majority 
of accountants now classify such losses as 
a reduction of the earned surplus account. 
In many instances this results in reducing 
the earned-surplus account to a debit bal- 
ance (deficit). Regardless of the account- 
ing result, which is expressed as negative 
surplus, the fact remains that there has 
been a dissipation of the capital contrib- 
uted by the stockholders. The law permits, 
in effect, the elimination of the deficit 
through a reduction of the equity claim of 
the stockholders (stated or legal capital). 
Accounting practice, therefore, has no 
alternative except to comply with the law. 
The deficit may be written off against sur- 
plus contributed by the stockholders or 
created through a reduction of the capital- 
stock account. Recognizing that this pro- 
cedure is in conflict with an accounting 
standard and being desirous also of show- 
ing that this expedient method has been 
adopted, it is customary for accountants 
to indicate in financial statements the 
date on which the continuity of the earned 
surplus account was broken. 


WHY ARE BRITISH AND AMERICAN 
PRACTICES DIFFERENT? 


This question might be of less interest 
were it not that American accounting was 
originally carried on principally by British 
practitioners and therefore was subject to 
British tradition and influence. The fact 
that so fundamental a difference in prac- 
tice has developed during a relatively 


me Sanders, Hatfield and Moore, A Statement of Ac- 
Counting Principles (1938), p. 38. 


short period of time is, on its face, per- 
plexing. 

If one attempts to explain the two op- 
posing views solely on the basis of account- 
ing theory, he finds that little progress 
can be made. Accounting may be said to 
have at its heart the recording of asset 
changes employing price aggregates in- 
volved in exchange transactions. Realized 
capital gains and capital losses clearly fall 
within the scope of asset changes. There- 
fore, from a purely accounting view their 
characteristics are fundamentally similar 
to any other gains and losses. That is, 
capital gains are basically income instead 
of capital. To treat them as equity trans- 
actions is a departure from basic account- 
ing theory. 

The British are illogical in believing that 
capital losses are unrelated to the opera- 
tions of a business. This view may be 
partly explained by the fact that it is rela- 
tively difficult to measure capital losses in 
advance. Therefore, the sudden recogni- 
tion of a considerable loss in a particular 
year would distort the operations for that 
year if included in the profit-and-loss ac- 
count. It is British tradition that the 
profit-and-loss account should show only 
the results of operations for the year. 

There is little evidence that British ac- 
counting has felt academic influence to as 
great an extent as American accounting. 
British practitioners have relied mainly 
upon practical experience as training for 
the younger men entering the profession. 
In this country many of the younger ac- 
countants have been college-trained in 
accounting. Furthermore, steps have been 
taken to establish accounting concepts as 
a codrdinated body of logical principles. 
This has required definitions of capital and 
income in terms and concepts which are 
consistent with the whole body of account- 
ing principles. British accounting has 
evolved gradually and has been molded to 
fit business practices. The result has been 
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substitution to a great extent of practical 
expedients in place of theoretically logical 
principles. Income determination is more 
a matter of individual business practice 
than a procedure in accordance with a 
comprehensive formula. The British sys- 
tem is workable because business practice 
is predominately conservative. The influ- 
ence of tradition and possibly inertia have 
prevented critical examination of estab- 
lished conventions, and so long as British 
accounting adequately satisfies business 
requirements the need of academic refine- 
ments is not likely to be felt. That their 
accounting treatment of capital gains and 
losses accomplishes sound financial prac- 
tice is undeniable. The result being satis- 
factory the manner of accomplishing the 
result is only of secondary importance. 

If accounting theory is not so flexible 
as to permit this great difference in prac- 
tice, the explanation must lie in the influ- 
ence of other factors. With accounting 
eliminated it is natural to turn to the fields 
of economics and finance. 

There is a marked difference between 
British and American popular concepts of 
capital and income. The British generally 
look upon capital as something to use in 
producing income; an American looks 
upon capital as something to be increased. 
The British place a great deal less empha- 
sis than Americans upon a quantity of 
monetary units as a measure of capital. 
Capital is thought of as the physical object 
itself. Its measurement in money is more 
or less incidental. The measurement of the 
income flowing from the use of capital is 
far more significant to the British than 
the measurement of the capital itself. In 
the United States the greater emphasis 
is on capital (wealth). Wealth is measured 
in quantities of dollars. Increases in 
wealth, as measured in units of money, are 
stressed and they are frequent. Here we 
say a person is worth so many dollars 
(wealth), but in England he is worth so 


many annual pounds (income). It has 
been said that in the United States we 
think in terms of capital value while the 
British think in terms of annual income.™ 
Apparently the British do not have go 
many opportunities for capital gains as 
Americans. Changes in ownership of capi- 
tal are less frequent there and speculation 
commands much less attention. 

A concept of income as regularly recur- 
ring annual receipts has been deeply im- 
pressed upon the British people for several 
centuries.’* Adam Smith’s conception of 
the wealth of nations was an annual prod- 
uce, annually distributed. In fact, this 
idea of income undoubtedly prevailed in 
Great Britain as early as the fifteenth 
century while it was still an agricultural 
country. It has naturally continued to 
prevail during the rise of the British indus- 
trial society. Recurrence, or at least the 
probability of recurrence, it appears, is a 
traditionally important characteristic of 
income from the British point of view. 
British businessmen have reflected this 
idea in the contents of their annual profit- 
and-loss accounts. 

The British practice of carrying capital 
gains to a capital-reserve account tends 
to effect a more conservative financial 
practice. This probably reflects a high 
standard which has evolved through many 
years of experience. The occurrence of a 
capital gain implies the possibility of a 
future capital loss. A capital reserve 
against obsolescence, for example, which 
usually cannot be measured in advance, is 
highly valuable from a financial point of 
view. Capital reductions should be rela- 
tively fewer in England than in the United 
States. 

The British have long excluded capital 
gains and losses from the definition of in- 
come for taxation purposes. There is no 


8 George O. May, “Capital Value and Annual In- 
come,” Journal of Accountancy, February 1936, p. 9. 
1 R. M. Haig, The Federal Income Tax (1921), p- 19. 
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better evidence of the popular conception 
of income than the prevailing taxing prac- 
tice unless the necessity of raising revenue 
has resulted in confusion of income with 
ability to pay or has otherwise so broad- 
ened the income base that the income tax 
is in effect partly a capital levy. 

In a comparatively immature country 
such as the United States where the 
greater opportunities for gain have seemed 
to lie in appropriating or trading in capital 
assets, it has been natural for the popular 
conception of income to include capital 
gains. Income tax and other laws have 
reflected and served to perpetuate this 
view. The supreme court has held that 
capital gains are income under the six- 
teenth amendment. American courts when 
ruling upon the availability of profits for 
dividends have repeatedly refused to make 
any distinction between capital gains and 
other profits so long as they were realized. 

Accountants have traditionally adopted 
realization as the test of whether or not a 
profit should be recognized. During the 
1920’s, however, recognition of unrealized 
increments was so frequently demanded 
by American businessmen that account- 
ants were forced to rely more strongly 
than ever upon the act of realization as 
the test of emergence of profits or surplus. 
This emphasis upon realization undoubt- 
edly has tended to cause realized capital 
gains and operating profits to appear more 
homogeneous to Americans than to the 
British who have not undergone a compa- 
table experience. Because realization alone 
satisfied legal tests of distributable profits, 
all types of realized profits have been 
grouped in one (earned-) surplus account. 
This is a clear example of how a practical 
accounting concept has been detrimentally 
influenced by a legal standard. From the 
point of view of accuracy in terminology 
it would have been fortunate had the 
special committee in 1930 adopted the 
term “realized surplus” rather than the 


term “earned surplus.” In reality a true 
concept of earned surplus (from opera- 
tions) can only be one component of the 
broader concept of realized surplus. 


CAPITAL GAINS AND LOSSES AND 
DIVISIBLE PROFITS 


Compliance with various legal require- 
ments creates many problems for the 
practical accountant. In order to establish 
the fact of legal conformity he is obliged 
at times to adopt procedures which are in 
conflict with accounting theory. Possibly 
the law evolves in such a way that the 
best practices are ultimately adopted, but 
there is always a lag between law and prac- 
tice in addition to the lag that exists be- 
tween practice and theory. It is only by 
analysis and scrutiny supplemented by 
objective effort that accountants can hope 
to have embodied in law the advance- 
ments made in their science. 

Just as income determination is at the 
heart of accounting’s function, dividend 
laws are at the heart of legal preservation 
of capital. Although these legal and ac- 
counting objectives are fundamentally un- 
related in character they are not working 
at cross purposes. The law limits dividend 
payments in order to protect creditors. 
Accounting attempts to measure income 
because of the significance of that result 
to owners and other interested parties. In 
reality the two processes are basically 
harmonious although this circumstance 
may be a mere coincidence. From the 
viewpoint of the legal objective the two 
processes may even be viewed as comple- 
mentary because the law does not attempt 
to prescribe methods of income measure- 
ment. That function is reserved exclu- 
sively to accounting. In other words, the 
profits which the law permits to be dis- 
tributed are always arrived at by account- 
ing, rather than by legal, standards. The 
law, however, may go so far as to say what 
kind of profits may be distributed. Inas- 
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much as the accountant is called upon to 
classify profits as between those legally 
divisible or non-divisible, the legal rules 
vitally influence his work. 

Capital gains and losses have created 
some special problems in dividend law. 
This is particularly noticeable in British 
accounting practice as capital gains and 
losses are ordinarily classified as capital 
transactions. 


BRITISH LEGAL RULES 


The British auditor has a specific and 
rather considerable responsibility for set- 
ting forth clearly the profits available for 
dividend because he is appointed by the 
shareholders and his report and responsi- 
bility to them are direct. They rely almost 
entirely upon his report when declaring 
dividends.’ The directors make recom- 
mendations but the act of declaration is 
performed by the shareholders themselves. 

The profits of a concern (an accounting 
concept) and the profits legally divisible 
are essentially different. The principal dif- 
ference is that wastage or other loss of 
fixed capital need not necessarily be de- 
ducted in arriving at profits legally avail- 
able for dividends. The Companies Act, 
1929, does not prescribe an exact manner 
of ascertaining profits nor does it provide 
that only true profits (in the accounting 
sense) may be distributed.!* Some of the 
legal decisions show that profits may be 
available for dividend although the orig- 
inal capital of the company is not intact. 

Because of the fact that the Companies 
Act does not specifically regulate distribu- 
tions of profits, the provisions of the 
Memorandum and Articles of Association 
of a particular limited company are of the 
utmost importance in determining legally 
divisible profits. There is, of course, con- 
siderable uniformity in the provisions of 


17 F. R. M. de Paula, The Principles of Auditin 
(1936), p. 188. d , 
18 Ibid., p. 189, 


the Articles because most companies adopt 
either Table A, a model set of articles con- 
tained in a schedule to the Companies Act, 
or some modification based primarily on 
this Table. It may therefore be said that 
the general provision of the Articles re. 
lating to dividends is that “no dividends 
shall be paid otherwise than out of prof- 
its.” 

Table A under an earlier act, which was 
modified in 1906, contained a clause that 
“no dividends shall be payable except out 
of profits arising out of the business of the 
company.” The latter provision probably 
still applies in the Articles of some of the 
older companies. It would be possible for 
a company’s Articles to require that losses 
of capital be made good out of profits and 
a precise method of computing profits 
might also be defined. In other words, the 
Companies Act, although rather indefi- 
nite, permits considerable latitude in the 
provisions of a company’s Articles. This is 
an important element because the legal 
decisions by the courts with respect to 
divisible profits in all cases give considera- 
tion to the company’s Memorandum and 
Articles of Association. In fact, the courts 
have regarded dividends as a matter pri- 
marily in the hands of the company and 
subject to the provisions of its Articles. 
However, the Articles can only restrict the 
power of the company to declare dividends 
and cannot extend it in contravention of 
general rules of law. 

Although generalization concerning 
court decisions is sometimes objection- 
able, two fundamental principles which 
seem to have been followed by the British 
courts as established rules of law are that 
shareholders’ capital may not be used to 
pay dividends and that a dividend may be 
paid only out of a bona fide surplus or 
profit. The second rule is actually a corol- 
lary of the first.!9 Distributable profit 1s 


19S. W. Rowland, Principles of Accounting (1934), 
pp. 258-259. 
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not confined to revenue profits, but in cer- 
tain cases may include capital profits. 

In the case of Lubbock v. The British 
Bank of South America (1892) the com- 
pany had sold a part of its business at a 
profit. It was held that this capital profit 
was available for dividends. The judgment 
indicates that the profit on capital was 
regarded as something not a part of the 
capital itself, but a surplus of assets in 
excess of liabilities plus capital. This de- 
cision is important because it established a 
precedent that could be used to clarify the 
vagueness of Table A of the Companies 
Act, 1862, which prohibited payment of 
dividends except “out of profits arising 
out of the business of the company.” A 
literal interpretation of such a provision 
in a company’s Articles would have pro- 
hibited payment of dividends from capital 
profits since they would not arise from the 
usual business transactions of a concern. 

A case having broader implications is 
Foster v. The New Trinidad Lake Asphalte 
Company, Lid. (1901). The company at 
its inception acquired among its assets a 
certain debt which was deemed to be 
worthless. No value was placed in the 
accounts but subsequently the asset was 
realized in full. It appears that the direc- 
tors sought to treat the amount realized 
as a capital profit, and to regard it as 
available for distribution without recog- 
nizing any decrease in the value of other 
assets. The decision established the rule 
that realized capital profits are not avail- 
able for distribution unless the surplus 
representing such profits remains after a 
bona fide revaluation of the whole of the 
assets of the concern. Here is a legal rule 
Tequiring unrealized losses to be recog- 
nized under certain conditions. The real 
legal objective, however, was the preserva- 
tion of legal capital. 

Possibly the most interesting phase of 
the British decisions is with respect to the 
question of making good past losses of 


capital before paying dividends out of cur- 
rent earnings. The case of Verner v. Gen- 
eral and Commercial Investment Trust, 
Lid. (1894) is squarely in point. The 
investment trust company had lost a por- 
tion of its capital through shrinkage in 
market value of investments (fixed capital) 
and there was little prospect of recovery 
within a reasonable period of time. The 
question for the court to decide was 
whether or not current income could be 
distributed before making good the previ- 
ous loss of capital. The company’s Articles 
did not require that capital losses be re- 
stored from income. It was held that a 
capital loss was not required to be restored 
from current earnings unless the com- 
pany’s Articles so provided, but that 
dividends might be paid out of a current 
bona fide revenue surplus. The dividend 
was regarded as actually being paid out 
of such revenue surplus and not out of the 
capital which had already been sunk or 
lost. The court deliberately and advisedly 
avoided laying down a hard and fast rule 
which would prevent a flourishing com- 
pany able to pay its debts, from paying 
dividends merely because its assets, if 
sold, could not reproduce in money the 
capital invested. Another point empha- 
sized was that the provisions of the com- 
pany’s Articles are the essence of its 
contract with its creditors and that the 
law’s primary concern is for that obliga- 
tion to be fulfilled. This doctrine, of 
course, permits the shareholders to choose 
at time of organization whether or not to 
adopt the principle that no dividends shall 
be declared unless the capital expressed in 
units of money is kept undiminished. 

The Verner decision was rather defi- 
nitely related to the precedent established 
in an earlier case, Lee v. Neuchatel As- 
phalte Company, Lid. (1889), although it 
is not clear how the court could have 
logically considered the two cases as iden- 
tical unless it was because neither set of 


pt 
n- 
t, 
on 
at 
e- 
ds 
as 
at 
ut 
he 
ly 
he 
or 
eS 
d 
its 
he 
fi- 
he 
is 
ral 
to 
nd 
ts 
ri- 

d 
eS. 
he 
ds 
of 
ng 
n- 
ch 
sh 
at 
to 
be 
or 
is 

); 


136 


Articles required that capital losses be 
made good out of revenue. The Neuchatel 
Company was organized for the express 
purpose of exploiting a wasting asset and 
it would have been contrary to the usual 
business practice not to pay liquidating 
dividends out of capital from time to 
time. In the Verner case, the General and 
Commercial Trust Company was an in- 
vestment trust and a continuing type of 
business having little similarity to a min- 
ing company from a practical point of 
view. 

The Neuchatel decision might be in- 
terpreted so as to permit any company le- 
gally to distribute profits computed with- 
out deducting depreciation on fixed assets. 
The strength of this point is lessened, how- 
ever, by the provision of the company’s 
Articles which permitted the payment of 
dividends before providing for deprecia- 
tion of fixed assets. In general the decisions 
are clear that sufficient assets must be 
retained to pay all liabilities. At present 
there seems to be little doubt that a man- 
ufacturing concern must provide for de- 
preciation of plant and machinery in 
computing divisible profits. 

The British rules concerning the relation 
of capital profits and losses to distributions 
may be summarized briefly as follows: 


(1) The shareholders’ capital may, in no case 
be distributed as dividend. A dividend 
presupposes a surplus or profit. 

(2) No dividend may be paid which will 
jeopardize the security of the creditors. 

(3) The legal decisions are in every case sub- 
ject to the provisions of the company’s 
Memorandum and Articles of Association, 
which may restrict the power of the com- 
pany to declare dividends but may not 
extend it so as to contravene general rules 
of law. 


(4) Capital profits may be distributed if they 
have been realized, provided a surplus 


20 F, R. M. de Paula, op. cit. pp. 189-200. S. W. Row- 
land, op. cit., pp. 267-268. Spicer and Pegler, Practical 
Auditing (Sixth Edition, 1933), pp. 316-318; 341. 
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remains after making a bona fide revalua. 
tion of all of the company’s assets, and 
provided the company’s Articles do not 
prohibit the distribution of capital profits, 

(5) Losses of capital need not be restored from 
subsequent profits provided this does not 
conflict with the company’s regulations, 
That is, a dividend may be paid out of 
current profits without making good a 
capital loss, provided assets cover the 
liabilities. Depreciation (loss) of floating 
or circulating assets must always be pro- 
vided for, however. 


THE AMERICAN RULES 


Practically all of the forty-eight states 
permit the payment of dividends from any 
realized net surplus. Realization is the 
fundamental test. The nature or source of 
the profit is immaterial so long as it has 
been realized and a surplus remains. There 
is no doubt that surplus arising from the 
sale of fixed assets is on the same level 
with any other realized profit so far as 
availability for dividends is concerned. 
The American courts have refused to make 
any distinction between realized incre- 
ments resulting from the appreciation of 
capital and other profits. Income is re- 
garded as including the profits derived 
from the sale of property. 

The prevailing American legal rule, so 
far as distribution of capital gains is con- 
cerned, is essentially the same as the 
British legal rule and therefore requires 
no special comment. The rules regarding 
restoration of capital losses, however, are 
dissimilar and the difference in views is 
worthy of analysis. 

There is marked lack of uniformity in 
the provisions of state laws governing 
the payment of dividends in this country. 
Several rules are in existence, but J. L. 
Weiner and J. C. Bonbright contend that 
all such rules may be summarized into 
two major principles: 

(1) Dividends may not be paid which would 

result in an impairment of the capital of 8 
corporation. 
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(2) Dividends may be paid out of accumu- 
lated, undistributed profits only.” 


Some authorities might not agree that 
these two rules would cover all possible 
situations, but they serve the purpose of 
indicating that dividends ordinarily can- 
not be paid while a corporation has a 
deficit. This means that in a substantial 
majority of the states a deficit resulting 
from capital losses would be required to 
be eliminated before dividends could be 
paid. The deficit might be removed by 
applying subsequent profits, or by using 
amounts contributed by stockholders for 
the purpose or derived from a formal 
reduction of legal capital. 

The recent tendency in dividend law 
seems to have been towards the “impair- 
ment-of-capital” rule.” In a study made 
in 1922 Professor Schlatter found but one 
court decision in this country which had 
a definite statement that dividends may 
be paid when capital is known to be 
impaired. In that case (Miller v. Bradish, 
69 Iowa 278, 1886) the court held that it 
was no concern of the creditors that the 
capital was impaired so long as the cor- 
poration was not insolvent. However, 
new statutes in certain states, including 
Delaware, California, and Minnesota, now 
follow the English rule which permits 
dividends to be paid out of current profits 
before restoring past losses. The draftsmen 
of the California Law deliberately inserted 
this provision so that dividend payments 
could continue in the face of a deficit 
without the necessity of a formal reduction 
of capital.” 

It will be seen that the American pre- 

"J. L. Weiner and J. C. Bonbright, “Theory of 
Anglo-American Dividend Law: Surplus and Proft ye? 
Columbia Law Review, March 1930, pp. 330-331. 

# A. C. Littleton, “The Dividend Base,’”? THe Ac- 
COUNTING REviEw, June 1934, p. 142. 

™C. F. Schlatter, “Payment of Dividends before 
Restoring Impaired Capital,’’ Journal of Accountancy, 
March 1923, pp. 177-178. 

* H. W. Ballantine, “Questions of Policy in Drafting 


a Modern Corporation Law,” California Law Review, 
July 1931, p. 478. 
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vailing rule governing dividend payments 
provides (theoretically) a greater margin 
of protection for creditors than the British 
rule. That would appear to be the essential 
objective of the impairment-of-capital 
rule. Its relation to capital losses, however, 
is merely a coincidence because the same 
attitude is held toward all losses. 

The American desire to maintain this 
fixed rigid margin of creditor protection 
was at one time so fervid that the capital- 
stock account was described as a trust 
fund. As a legal principle the ‘‘trust-fund 
theory” has been thoroughly discredited. 
This exaggerated and narrow view of cap- 
ital is, however, an indication of the tra- 
ditional emphasis placed upon margins of 
creditor protection. 

In the final analysis capital stock as a 
margin for protection of creditors is fic- 
titious rather than real. Well-managed 
corporations have usually ploughed back 
surplus earnings thereby exceeding the 
minimum legal requirements. Ventures 
which have not proved successful have 
forced corporate reorganization and a re- 
duction of legal capital has been unavoid- 
able. In fact, the practice of reducing legal 
capital so that an existing deficit may be 
extinguished has become so common that 
creditor protection afforded by most div- 
idend laws is practically a nullity. 

Capital losses, particularly the elimina- 
tion of overcapitalization and obsoles- 
cence, have frequently necessitated the 
restatements (reductions) of legal capital. 
These cases were numerous during the 
depression period and undoubtedly repre- 
sented the inevitable reaction from the 
unwarranted emphasis placed upon asset 
values during an earlier period. It has 
demonstrated some of the practical limita- 
tions of a trust-fund theory of capital. It 
is evidence that legal capital is essentially 
artificial, a mere “quantum” that may be 
periodically manipulated or readjusted. 
The British have avoided the inconven- 
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ience and the uncertainties attending a 
“fund” theory by emphasizing the capital 
itself (physically speaking) and regarding 
its price or value as secondary. English 
courts have recognized that earning power 
is unrelated to stated capital and that a 
company might flourish in spite of an 
impairment of the amount which has been 
designated legal capital. 

It may be of some significance that 
investment by creditors has had a more 
important place in American corporate 
finance than British. It is easy to under- 
stand why creditor protection was em- 
phasized in the evolution of earlier Amer- 
ican law. It is not entirely clear why it 
has been overlooked in the more recent 
swing to capital reductions. 

An interesting feature of a model cor- 
poration act proposed by George S. Hills 
is that only two thirds of the current 
profits would be available for dividends 
so long as a corporation had an accumu- 
lated deficit. That is, the act would re- 
quire that at least one third of current 
profits be applied to restoration of im- 
paired capital. This is a sort of compromise 
between the capital-impairment rule and 
the British rule. The plan would undoubt- 
edly have a great deal of practical merit. 
It does not entirely disregard the obliga- 
tion of creditor protection, and by afford- 
ing some measure of satisfaction to stock- 
holders should reduce the number of cap- 
ital restatements. Avoidance of capital 
reductions is socially desirable, and their 
increasing frequency will unquestionably 
generate greater legal restrictions and reg- 
ulations. From the accounting point of 
view avoidance of capital reductions is 
especially desirable because their occur- 
rence prevents attainment of an account- 
ing ideal, that is, a complete and true 
historical segregation of capital and in- 
come. 


% G. S. Hills, “Model Corporation Act,” Harvard 
Law Review, June 1935, p. 1367. 


FINANCIAL ASPECTS 

Principles governing corporate distribu- 
tions cannot be stated with any degree of 
exactness. In the final analysis each case 
must be determined on the basis of indi- 
vidual business expediency rather than on 
principles of either accounting, law, or 
finance. The most important consideration 
is how much of the surplus should be 
invested in the business. This may spe- 
cifically involve the question of whether 
assets sold are to be replaced and what is 
the cost of making the replacement. As a 
stable rate of dividend through good and 
bad years alike may result in lower cost 
of borrowed capital, the long-term divi- 
dend policy must also be considered and 
working capital requirements cannot be 
overlooked. 

One of the most important considera- 
tions before deciding to distribute a cap- 
ital gain should be whether all actual and 
potential losses, including under-deprecia- 
tion and obsolescence, are fully provided 
for. It is very easy for directors to be 
misled by the results of unreliable or 
unconservative accounting methods. Then 
also, the inherent limitations of accepted 
accounting methodology must be consid- 
ered. Specifically, for example, it should be 
recognized that depreciation is only a 
method of allocating asset outlays to units 
of production and not a process of arriving 
at realizable values, and that obsolescence 
is not usually measured in advance. The 
British have a legal barrier against dis- 
tributing capital gains unless a bona fide 
revaluation of all assets cf the concern 
proves that a surplus actually exists in 
fact. This rule assures that capital gains 
will not be distributed unless capital losses 
are fully provided for. In actual practice 
the British ordinarily go a step further by 
classifying capital gains as additions to 
capital and thus maintain a capital re- 


2 A. S. Dewing, The Financial Policy of Corporations 
(Third Revised Edition, 1934), p. 615. 
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serve that is available to absorb capital 
losses which may at some future time 
require recognition. 

The British practice very likely reflects 
what they have learned through expe- 
rience. The occurrence of capital gains is 
in itself an indication that capital losses 
may also occur. A price level that rises is 
also likely to fall. The contingency of 
obsolescence is practically always existent. 
The question of whether capital gains 
should be reserved against future capital 
losses is the crux of the problem from the 
financial point of view. It is a considera- 
tion which might be overlooked or might 
be regarded with unwarranted optimism 
in the light of hard experience. 

If a decision is made to distribute sur- 
plus which has arisen from capital gains, 
the question may be raised as to whether 
the dividend should be earmarked so as to 
show its nature and source. In recent years 
considerable emphasis has been placed on 
disclosure as a moral and legal obligation 
of corporate management to interested 
cross sections of the public. If a stock- 
holder is informed that the dividend he 
receives is from a capital gain, he or his 
analyst might seek to determine whether 
the distribution has impaired the sound- 


ness of the stockholder’s position. A better 
informed and more discriminating public 
is a key to high standards of practice. This 
particular type of discrimination would 
automatically be invoked if the distinction 
between different kinds of income is car- 
ried through until the dividend check is 
in the stockholder’s hand. In order to carry 
this concept to its logical conclusion, sim- 
ilar distinctions would be required in the 
revenue accounts of holding companies and 
investment trusts in order that their dis- 
tributions could be accurately earmarked 
in conformity with the income source. 

A close approximation of the result 
which the British accomplish with their 
accounting standard could be obtained in 
practical effect by declaring stock divi- 
dends from capital gains. It would not be 
feasible, however, to make this a rule of 
universal application. Varying circum- 
stances might or might not justify a stock 
dividend. When a capital gain is definitely 
reinvested in fixed assets the declaration 
of a stock dividend would be a very logical 
financial procedure. It would settle any 
question of pressure for cash dividend 
action except with regard to additional 
recurring income resulting from the use 
of the new assets. 


IS THERE A THEORY BASIS FOR AUDIT PROCEDURE? 
E. J. KirKHAM AND C. J. GAA 


has been practiced for a long time, 

little attempt has been made to 
formulate a theory regarding the subject. 
Practice has been developed sufficiently 
to meet the needs for which auditing was 
created but the literature reveals little 
that explains the reasons for procedures. 
Such explanations, if they were given, 
would be the basis for a theory of auditing. 
This paper has for its object the discus- 


Aas auditing, in varying forms, 


sion of possible theory bases which under- 
lie the choice of procedures used on an 
audit engagement. The practitioner’s first 
inclination will probably be to call these 
theory bases obvious. It is true that they 
are, but it is also true that they are largely 
ignored in the literature of auditing. 
Accounting is a process of keeping rec- 
ords of current business facts according to 
a system of theory and practice suitable 
to the circumstances. The auditor is a 
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critic and auditing is an analytic, retro- 
spective process of examining the system 
of accounting theory and practice of a 
specific enterprise. 

Although many audits fall into the same 
general class as to purpose, in no two 
cases are all the conditions identical. 
Every audit is an individual problem the 
solution of which requires a thorough 
understanding of the particular circum- 
stances obtaining in that case. But in 
general an auditor, as a critic, must bring 
to every engagement (1) a general knowl- 
edge of sound theory and good accounting 
practices, (2) a knowledge of the peculiari- 
ties of the particular enterprise, and (3) 
the intention to place his knowledge of 
accounting standards suitable to the cir- 
cumstances in contrast with the account- 
ing procedures actually used by the client. 
The auditor, who holds himself out as an 
independent and qualified authority, must 
be able to pass judgment as to the de- 
pendability of the recorded facts in the 
specific case and the degree of agreement 
between good practices suitable to the 
circumstances and the specific practices 
used by the concern under review. 

It is not necessary here to outline the 
procedures used by the auditor in prepar- 
ing to pass judgment. Such steps are dis- 
cussed in various auditing textbooks and 
in the Institute pamphlet “Examination 
of Financial Statements.” Nor is this 
paper concerned with what is sound ac- 
counting theory and good accounting 
practices (the existence of suitable stand- 
ards of accounting theory and practice 
and auditing procedure have been as- 
sumed); this is solely an attempt to deal 
with what must be termed the theory of 
auditing. 

In the solution of his problem the audi- 
tor must follow procedures that will satisfy 
his mind as to what actually has been done 
by the enterprise whose accounts he is re- 
viewing. But why is auditing procedure 


what it is and what justifies flexibility in 
the procedures? 

As a basis for his judgment, the auditor 
must study the validity of the recorded 
facts by examining the supporting data, 
Four separate lines of evidence may be 
followed in this examination process. The 
first line comprises the entries appearing 
in the books of account as made by those 
charged with this task. The second line is 
composed of documents, papers, and rec- 
ords prepared by those who also made the 
book entries. The third line of evidence 
embraces documents and papers prepared 
and records kept by persons in the enter- 
prise but not engaged in account keeping, 
including certificates signed by officials of 
the enterprise and responsible employees. 
In the fourth line of evidence is included 
all documents, papers, and records pre- 
pared by outsiders and certificates se- 
cured from impartial, outside sources.! 

In the case of some transactions the 
auditor needs to carry his investigation 
only through the first line of evidence, 
that is, to study the entries. In other 
transactions it is necessary, in order to 
secure information that will serve as a 
dependable basis for his judgment, for the 
auditor to carry the investigation through 
all four lines of evidence. 

It is obvious that judgment resting 
solely upon the entries found in the books 
of account would be of doubtful value. 
Following the second line of evidence 
would give a superior basis of judgment 
of dependability because the usual office 
procedure provides that one person pre- 
pares the documents and papers while an- 
other makes the entries in the books. Since 
the evidence presented in the third line 
completely separates the preparation of 
original data from the entering of the facts 
in the books, the possibility of collusion is 
still further reduced. In the process of in- 


1 Pamphlet by International Accountants’ Society, 
“Monograph on Auditing Evidence.” 
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vestigation, the fourth line should be used 
whenever possible and practicable. Data 
prepared by those not connected with the 
business and certificates secured from im- 
partial and disinterested sources confirm 
facts shown by the books and provide a 
sounder judgment base than any of the 
other lines due to their impartiality. 

The auditor employs various devices for 
determining the dependability of the rec- 
ords he examines, and each device is use- 
ful for definite reasons. 

Vouching is one of the principle testing 
devices which the auditor uses. It includes 
the examination of the transactions of a 
business, together with documentary and, 
other evidences of sufficient validity to 
satisfy an independent and qualified 
authority that such transactions are clas- 
sified correctly, have been properly au- 
thorized, and are recorded in the books as 
authorized. Only by this going behind the 
books and tracing the entries to their 
source can an auditor ascertain the full 
meaning of the transactions. 

Since the auditor must judge the valid- 
ity of the evidence supporting the transac- 
tion it is necessary for him to be able to 
recognize what is valid and what is not 
valid. 

Verification by impartial testimony 
based on information in the possession of 
persons outside the business is the most 
valid evidence that can be obtained to 
support any given item or transaction. 
This was classified above as the fourth 
line of evidence. Yet, desirable as it is, 
there are definite limitations to the use of 
this type of examination. Frequently the 
cost of securing such information is too 
great, or the person from whom the infor- 
mation is requested either reacts unfavor- 
ably towards the request or refuses to co- 
operate. In addition, care must be exer- 
cised to ascertain that this information is 
in reality disinterested. For example, 
hewspapers have carried recently the testi- 


mony of an accountant that he relied on 
what he believed to be genuine outside 
reports on the financial condition of a 
subsidiary as a basis for verifying the 
assets of a parent company. It was later 
determined that the reports were forgeries 
and were sent to the auditor by the assist- 
ant treasurer of the company under re- 
view. Nevertheless, in spite of practical 
limitations, this type of verification is im- 
portant in any audit procedure. There is 
little need to state the many places where 
confirmations from impartial sources may 
be used. For our purpose a reference to 
the accounts with customers will suffice. 
An auditor must decide whether to se- 
cure confirmations from all or only a 
portion of the customers. In addition he 
must decide whether to ask each customer 
circularized for a statement as to the cor- 
rectness of the balance shown owing to 
the company or to notify the debtor that 
he stands charged with the amount, with 
the request that he advise the auditor as 
to any exceptions that he may take. This 
is founded on the presumption that the 
debtor, in his own interest, will respond in 
case he does not admit the propriety of 
any portion of the charges against him. 
This hypothesis is valid if the concern has 
overcharged the customer but it is not 
equally valid if he has been undercharged. 
Aside from the moral aspects, it is to his 
advantage to admit the understatement 
rather than the correct amount. A definite 
acknowledgement by the debtor is the 
only conclusive evidence of the validity 
of the account that may be obtained inde- 
pendently of the records, other than the 
actual collection of the amount owing. 
However, even though he does receive an 
acknowledgement he cannot be sure that 
it is a valid receivable. An auditor who 
does not receive a return from all persons 
circularized cannot be certain whether 
this was because the amounts were correct, 
the customers were fictitious persons, or 
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because the individuals would not take 
the necessary trouble to respond. 

In addition to confirmations secured 
from individuals outside the concern under 
audit, use may be made of representation 
letters secured from persons connected 
with the business. This was referred to 
above as a portion of the third line of 
evidence. 

Obviously, in many cases, the audit 
engagement precludes a detailed verifica- 
tion of many items and it is necessary that 
the auditor make tests so that he may form 
a judgment relative to the condition of the 
company. He may therefore rely upon 
information secured from responsible offi- 
cials and employees of the company, but 
such information should not be accepted 
blindly. The auditor must assure himself 
of something more than the fact that the 
client seems to trust the employee and 
that the officials seem trustworthy. It is 
important that the various degrees of re- 
sponsibility and the opportunities for 
wrongdoing must determine the degree of 
reliance to be placed upon this procedure. 
At one extreme we find a person charged 
with great responsibility and having little 
opportunity for wrongdoing, while at the 
other extreme stands an individual posses- 
sing little responsibility and having a 
great opportunity for wrongdoing. Be- 
tween these two extremes many combina- 
tions are possible. A confirmation secured 
from a person possessing great responsi- 
bility and little opportunity for gain 
through giving false information is there- 
fore of greater value than one received 
from a person possessing these same char- 
acteristics but in a reverse order. The audi- 
tor should recognize the gradations be- 
tween the extremes and judge the value of 
confirmations received from employees or 
officials in the light of the relationship 
between responsibility and opportunity. 

With respect to inventories some per- 
sons take the position that an officer’s 
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certificate is final and therefore go no fur. 
ther than checking the arithmetical ac. 
curacy of the inventories and pricing, 
Others would add the gross profits test, 
whereas still others advocate actually test. 
ing the inventories by counting certain 
portions or sections thereof and securing a 
quantity proof through production and 
sales analysis. The auditor’s past experi- 
ence applied to the conditions obtaining 
in each case determines the actual proce- 
dure to be followed. But there is no more 
reason to accept a certificate from a re- 
sponsible official or employee in regard to 
inventories than to accept a certificate of 
the cash balance. It must be admitted that 
inventories and stores are as vital to a 
business as cash balances, and it is just 
as essential that irregularities do not ap- 
pear in the one as in the other. The theory 
behind the procedures remains the same 
in each case, but in practice one certificate 
is acceptable and the other not. If the 
reason for such procedure is not found in 
the added cost made necessary by a more 
detailed examination of inventory then it 
probably is that, even though inventory is 
valuable to a concern, it is not as attrac- 
tive as cash to a dishonest person. The 
true answer is undoubtedly found in a 
combination of these two factors. 

By way of partial summary, we may 
say that insofar as an auditor is vitally 
interested in the dependability of re 
corded facts he is an examiner of evidence. 
In this examination process he is faced 
with several problems, namely: (1) some 
kinds of evidence are suitable for certain 
purposes and unsuited for others, (2) some 
kinds are more dependable than others, 
and (3) some kinds of desirable evidence 
are difficult or costly to obtain which ex- 
plains why the auditor does not make more 
use of certain types of evidence. 

Because he is faced with the problem of 
judging the usefulness of available evi- 
dence, the auditor must have a theory 
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that will help him judge its validity. That 
theory must include recognition of the 
degrees of opportunity for fraud or collu- 
sion in fraud and the degrees of responsi- 
bility possessed by officials and employees 
of the company. There must also be in- 
cluded the relationship between the cost 
of the examination to the client and the 
risk of errors in principle and the possibil- 
ity of undetected fraud. Attention must 
likewise be directed to the degrees of use- 
fulness of any particular asset to a pos- 
sible thief. 

The fact that the auditor must satisfy 
himself as to the dependability of recorded 
facts does not make necessary a complete 
verification of all transactions in order to 
determine this dependability. 

The amount of detailed vouching per- 
formed will depend, of course, upon the 
type of audit agreed upon in the terms 
of the contract. If the engagement calls 
for a detailed audit, it is presumed that a 
balance sheet audit plus a verification of 
income and expense accounts will be per- 
formed. However, even here it is not to be 
inferred that every item on the books 
must be verified but rather that test 
checks used must cover the entire period 
in an attempt to determine the essence 
and accuracy of the transactions. In the 
balance-sheet audit the goal is a verifica- 
tion of the concern’s financial position as 
of a particular date, i.e., the existence and 
ownership of all assets, their valuation, 
and the various claims to these assets. In 
the latter examination more extensive use 
will be made of various samples and tests. 
There must be some theory underlying the 
use of tests and samples in the verification 
process. 

Attention is directed first to the influ- 
ence that the system of internal-audit pro- 
cedure employed by the client has upon 
the amount of detailed verification the 
auditor considers necessary. 

It is impossible, of course, to remove 
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completely the chances of errors in ac- 
counting work or of dishonesty on the 
part of the employees. However, by prop- 
erly relating the operating routine to the 
accounting system, there can be estab- 
lished a check or safeguard against such 
possibilities. This safeguard is known as 
internal-audit procedure. 

Much of the internal-check procedure is 
auditing in that it makes for factual ac- 
curacy and attempts to establish the re- 
liability of items by having the same re- 
sult arrived at by the work of two or more 
individuals in the accounting routine. If 
the professional accountant had to verify 
all the transactions, the cost would be pro- 
hibitive. The auditor must take into con- 
sideration the cost of detailed investiga- 
tions as compared to the risks inherent in 
a given situation and attempt to secure a 
proper balance between these risks and 
the costs of the necessary safeguards. The 
client who has a well organized accounting 
department may feel, and rightly so, 
that his internal audit procedure is suff- 
cient protection at many points and less 
costly than a detailed audit by outsiders. 
The cost for an external audit is justified 
because it offers a safeguard against risks 
which have not already been provided for 
in the system of internal check. This plan 
of internal counter-checks constitutes a 
substitute for a complete examination by 
an auditor. But before this substitute can 
be accepted by the public accountant as” 
a part of the audit procedure, he must 
judge the dependability of the “substi- 
tute” by making a study of the methods 
of internal-audit devices employed and 
the care with which these methods are fol- 
lowed. While the details of methods em- 
ployed will vary according to differences 
in organization and operation, the auditor 
must investigate the efficacy of the system 
used. 

When the principle that no one person 
in an organization shall be in complete 
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control of any important phase of the 
records has been fully applied, the proce- 
dures will be so designed that the routine 
of approving and recording is so coérdi- 
nated that it is necessary for every trans- 
action to pass through the hands of at 
least two employees. In this way, every 
transaction will be subject to the counter- 
check of a second person and collusion will 
be necessary to conceal fraud. 

To test the design of the system and the 
use made of it, the auditor should not 
merely study its outline. He should make 
selective tests throughout the entire sys- 
tem to see that the methods are being fol- 
lowed in such a way that the system is suc- 
cessful in fulfilling the purposes for which 
it was established. The amount of detailed 
verification, such as vouching, tests of 
postings, etc., will usually vary inversely 
with the effectiveness of the internal 
check, for the more dependable the inter- 
nal auditing is, the less is the need for 
external examination of details. 

Sampling and testing are very helpful 
devices for with such procedures at his 
disposal the auditor is able to cover ade- 
quately the material to be verified without 
actually examining each item. 

Reference has been made to tests in the 
examination of the internal-audit proce- 
dure as an indication of its effectiveness 
but the use of samples has not been ex- 
hausted by this sole application. The pur- 
poses of the external audit will be better 
accomplished with the use of sampling 
than would be the case if the same dollar- 
cost was expended upon more detailed 
vouching. Even if we grant the practical 
necessity of using samples because of the 
cost element, what other justification does 
the auditor have for the use of this method? 

A part of the theory underlying auditing 
by test-checking lies in the mathematical 
proposition that random samples are likely 
to be representative of the whole. The 
investigations of the mathematician, Ber- 


noulli, lead us to believe that sampling is 
valid. If an equal number of red and white 
balls are placed in a drum and individual 
drawings made therefrom, the chance of 
drawing a red ball is equal to the chance 
of drawing a white ball. However, if the 
number of white balls is doubled then the 
chance of drawing a white ball is twice 
as great, that is, one can expect to drawa 
red ball every third drawing. If the num- 
ber of balls of each color in the drum js 
unknown, a number of drawings made 
from the drum (samples) will furnish in- 
formation from which can be inferred the 
relative number of balls of each color in 
the drum since the characteristics of the 
sample would tend to denote the charac- 
teristics of the entire field. 

The reliability of the summaries ob- 
tained from any selected groups of samples 
may be judged by their probable error. 
By increasing the size of the sample the 
probable error is decreased to a point 
where it may be neglected for as the num- 
ber of samples is increased the closer the 
selected items come to being a true picture 
of the whole from which the are selected. 

It will be noted that sampling must 
rest upon the assumption that the items 
in the group are homogeneous if the 
sample is to be representative of the entire 
field. If errors are present they would 
probably be so distributed through the 
records and occur frequently enough to 
be detected by the investigation of samples. 
An audit made specifically for detecting 
fraud, rather than error, would require a 
large sample because items entered fraudu- 
lently are, in most cases, not random 
occurrences. Concealment may be madein 
so few places that a moderate sampling 
might not discover the fraudulent item. 

The theory of sampling requires that 
every item selected as a sample be verified 
as fully as possible. If the auditor selected 
a number of samples to be verified in detail 
and onecannot be verified, his investigation 
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would not be madecomplete if another item 
was selected in lieu of the one that he could 
not verify. Such a procedure would defeat 
the entire theory of sampling for the sample 
that could not be verified is the significant 
item. The sample is an indicator that de- 
notes the characteristics of a larger mass 
of data and if it is to be a working tool of 
audit procedure then it must be used in- 
telligently. Its purpose or use is justified 
if it indicates either the validity of the 
recorded facts or the need of a more com- 
plete examination of the particular class 
of data involved. 

The method employed in making the 
selection is very important for unless a 
proper sample is taken, the results will 
be erroneous. But how should this selec- 
tion be made? There must be some method 
back of the selection so that it may be 
unbiased and represent a fair cross-section 
of the material under examination. Statis- 
ticians, in using this same procedure, select 
their samples at random to insure that the 
results will not be influenced by the opin- 
ion of the investigator. The auditor must 
follow the same plan. But from what data 
should he select his samples to be verified 
and how many should he choose? If the 
sample is to represent a fair cross-section 
of the material then it is necessary that no 
part of the field being examined should be 
neglected. In deciding upon the propor- 
tion of items to be examined as tests, con- 
sideration should be given to the probabil- 
ity of their being any irregularity or seri- 
ous error in the particular record. The 
relative importance or unimportance of 
the items involved must likewise be con- 
sidered for a smaller sample may be chosen 
if the items involved are unimportant. 
The auditor must understand each indi- 
vidual situation and with his judgment to 
guide him make his selection of samples 
to be investigated in the same manner as 
an individual testing a carload of wheat 
would select samples at various places 


and at different levels so that he might 
determine the character or quality of the 
wheat in the car. 

No definite statement can be made with 
respect to the number of columns to be 
footed, the number of postings to be veri- 
fied, and the number of vouchers to be 
examined. The scope of the work to be 
covered is agreed upon in the terms of the 
engagement but the auditor must use his 
judgment in designing the program to be 
followed, the choice of verification proce- 
dures to be used, and the tests to be ap- 
plied. The lessons of past experience re- 
tained in the form of ideas or concepts 
which can be applied to the interpreta- 
tions of these new situations should aid 
him in determining the use to be made of 
samples and in the number of samples to 
be selected. 

The auditor’s sampling procedure has a 
theory base which recognizes (1) that 
mathematical analysis supports belief in 
the representative character of an ade- 
quate sample, if the data from which the 
sample is selected are homogeneous, be- 
cause errors are likely to be distributed 
evenly throughout the data, (2) that in- 
ternal check, adequate in design and care- 
fully applied, will disclose accidental errors 
and also make resort to collusion necessary 
in order to conceal fraud, and (3) that the 
cost of the audit and the risk of unde- 
tected errors and fraud must be balanced 
against each other. 

As a complement to the examination of 
samples, the complete detailed verification 
of some items, and the study of the evi- 
dence supporting the validity of recorded 
facts, the experienced auditor may learn 
much by inspection of the records and 
comparison of significant facts with those 
of other periods. This practice represents 
a small amount of labor yet when applied 
by an experienced individual it may be of 
greater usefulness than detailed verifica- 
tion by one less experienced. Unusual 


146 The Accounting Review 


items stand out to the experienced eye and 
attract attention, while at the same time 
the unity of the facts being examined is 
appraised. 

An audit is not just a series of independ- 
ent procedures. Each part of the program 
interlocks with the others. It is a planned 
research with definite objectives and a 
studied approach. It is the task of the 
senior in charge to see that no element is 
overlooked and that each item of pro- 
cedure fits properly into the plan. 

Not only must the dependability of the 
facts be ascertained, but the senior must 
also determine the degree of agreement 
between the client’s records and good ac- 
counting theory and practice. This is per- 
haps the most important aspect of the 
usual engagement. 

The reports of and conversations with 
his assistants working with the mechanics 
of vouching and the various schedules give 
him factual information relative to the 
procedures followed by the client. If the 
assistants are to report intelligently upon 
deviations from good practices it is im- 
perative that those assistants should be 
instructed in the elements of good practice 
and that they should be conscientious in 
reporting on their observances. 

The working papers, consisting largely 
of schedules and analyses, not only accu- 
mulate data for the report but also reveal 
departures from sound theory and good 
practice as well as changes in the applica- 
tion of principles. For example, an abstract 
of a property account may show that the 
account for a machine has been increased 
by charging small repairs to the asset 
account while good practice demands that 
ordinary repairs be charged either to op- 


erations or to a Reserve for Repairs ac. 
count if one has been set up by previous 
charges to operations. Thus the client's 
procedure is thoroughly studied in con- 
trast to sound theory and practice and the 
result of this matching affords a basis for 
the auditor’s critical judgment as implied 
in the usual audit certificate which states 
that the client has followed consistently 
the accepted principles of accounting. 

In summary, a part of the auditor's 
procedures rests upon the theory that (1) 
there is general agreement regarding the 
acceptable objectives, methods, and lim- 
itations of accounting, (2) the auditor 
assigned to the engagement is a capable 
judge of objectives, methods, and limita- 
tions, and (3) the plan of procedure is 
such that it will enable the auditor to 
reach a considered judgment as a basis 
for his certificate. 

This brief examination of the theory 
underlying audit procedure suggests that 
every audit is a piece of research. By 
critical examination, answers are sought 
to certain questions that prompted the 
audit engagement, but final judgment 
must be withheld until the devices of 
observation, consisting of the study of 
transaction validity and the search for 
variations from standard, have furnished 
a means to final judgment. On the basis 
of the accumulation of evidence, sus- 
pended judgment becomes conviction. Out 
of conviction comes the answer to the 
questions that prompted the research: (1) 
Are the recorded facts dependable and 
clearly disclosed? (2) Are the practices 
followed by the client in accord with 
accepted principles of accounting consist- 
ently applied? 
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ARE LEASEHOLD IMPROVEMENTS TAXABLE INCOME? 
Harvey T. DEINZER 


yes. The lower courts have said no. 

The issue has not yet been decided 
by the United States Supreme Court.’ That 
tribunal has consistently emphasized, in 
the stock-dividend cases? and in the re- 
organization cases,* the separable char- 
acter of income, separate from the parent 
capital. Its idea of income has not been the 
economic-power theory, that income in 
eflect is measured by increase in market 
value. On the contrary, it has adopted the 
view that income results at the time of 
receipt of money. The court’s recognition 
in certain cases of accrued income as real- 
ized income can be harmonized with its 
insistence upon separability by the inter- 
position of the view that in those cases 
accrued income was the equivalent of 
money. 

The Treasury Department has said yes. 
It has maintained this basic position since 
the early days of renewed Federal income 
taxation. Within this position, however, 


Te: Treasury Department has said 


1 A dictum covering this issue, delivered in the recent 
case of M. E. Blatt Company v. United States, 59 S. Ct. 
186, cannot be considered decisive, precisely because it 
isdictum, and not an opinion necessary to a disposition 
of the case. The reader is referred to footnote 14 for a 
discussion of this case. The United States District Court 
for the Western District of Kentucky very recently 
adopted the foregoing dictum as precedent in Marshall 
v. Glenn, another case in which the issue of realization 
was gratuitous, since the court found that the improve- 
ment had no appreciable market influence on the prop- 
erty as at the end of the lease term. 

* Towne v. Eisner (1918), 245 U. S. 418; Eisner v. 
Macomber (1920), 252 U. S. 189; Merchants Loan and 
Trust Company v. Smeitanka (1921), 255 U. S. 509; 
Koshland v. Helvering (1936), 298 U. S. 441. 

*U.S. v. Phellis (1921), 257 U. S. 156; Rockefeller v. 
U.S. (1921), 257 U. S. 176; Cullinan v. Walker (1923), 
262 U. S. 134; Weiss v. Stearn (1924), 265 U. S. 242; 
Marr v. U. S. (1925), 268 U. S. 536; Pinellas Ice and 
Cold Storage Company v. Commissioner (1933), 287 
U. S. 462; Gregory v. Helvering (1935), 293 U. S. 465; 
John A. Nelson Company v. Commissioner (1935), 296 
U. S. 374; Helvering v. Minnesota Tea Company (1935), 
296 U. S. 378; Helvering v. Waits (1935), 296 U. S. 387; 
G. & K. Manufacturing Company v. Helvering (1935), 
296 U. S. 389; U.S. v. Safety Car Heating and Lighting 
Company (1936), 297 U. S. 88. 


it has made a retreat. At first it was 
prepared to defend the approach that a 
leasehold improvement is income to the 
lessor at the termination of the lease.* The 
Treasury Department’s reversal came as 
the result of a denial by the United States 
Supreme Court of a petition for a writ 
of certiorari.’ That, to the Treasury De- 
partment, was the last blow in the attack 
begun by a district court on the Pacific 
Coast. The Treasury changed its regula- 
tions to allow two alternative methods to 
the lessor for reporting income from im- 
provements to leased property. He could 
report either the entire value of the im- 
provement as income in the year that title 
to the improvement passed to him, or an 
aliquot part, each year, of the depreciated 
value of the improvement at the end of the 
lease period. Under the first alternative, 
the lessor could claim, each year, allow- 
able depreciation of the value of the im- 
provement. This changed position the 
Treasury Department still holds, although 
it has quite recently received strong re- 
peated attacks from this approach too. 
The courts have intensified their attack so 
as to threaten not merely a portion of the 
contended area, for example that lease- 
hold improvements are taxable income at 
termination of the lease, but even the basic 
stronghold that leasehold improvements 
are taxable income. 

The lower courts have said no. In Miller 
v. Gearin,® the collector assessed a defi- 
ciency against a lessor who had received, 
through default of the lessee, possession 
of leased land and of a building con- 
structed thereon by the lessee. It was the 
denial by the United States Supreme 


4 Article 48, Regulations 45. 

5 Miller v. Gearin (1919), 258 F. 225, cert. den. 40 
S. Ct. 13. 

Supra. 


ac- 
ous 
t’s 
on- 
the 
for 
ied 
tes 
tly 
(1) 
the 
m- 
tor 
ble 
ta- 
is 
to 
ory 
hat 
By 
ght 
the 
ent 
of 
of 
for 
hed 
asis 
Jut 
the 
(1) 
and 
Ices 
ith 
ist- 


148 The Accounting Review 


Court of the plea for review of this case 
which caused the Treasury to amend its 
regulations. The circuit court of appeals 
declared that at the time of termination 
of the lease the lessor received nothing 
more than “possession of that which for 
many years had been her own,” and that 
“assuming that the building was income 
derived from the use of the property” such 
income was derived at the time the build- 
ing was completed rather than at the ter- 
mination of the lease. 

Shortly after the decision of the circuit 
court in the foregoing case, and before 
denial of the writ of certiorari thereon, a 
district court in the Pacific Cost area’ in- 
dicated even more strongly that the lessor 
had taxable income at the time title to the 
improvement vested in her, but it did not 
need to make, nor did it make, a definite 
declaration on this point. It said, “... 
whatever accession of value resulted to 
plaintiff’s property from the erection of 
the building in question accrued and be- 
came vested in her in 1910, and not upon 
termination of the lease.” 

Then all was quiet until 1935, when the 
circuit court of appeals for the second 
circuit renewed the attack.* The majority 
court held that improvements were not 
taxable income either at termination of 
the lease or at the time title to them pased 
to the lessor. Judge Hand, who delivered 
the majority court’s opinion, rested the 
holding on the argument of nonrealization, 
supporting his argument with cases where- 
in the United States Supreme Court had 
held that the gain must be realized to be 


7 Cryan v. Wardell (1920), 263 F. 248. 

8 Hewitt Realty Company v. Commissioner (1935), 
76 F. (2d) 880. Although one of the judges dissented 
and favored remanding the case to the Board of Tax 
Appeals on error, the majority of the court decided to 
consider the constitutional issue. The Board had dis- 
regarded the possibility of renewal of the lease. If it 
had developed on further proceedings that no defi- 
ciency would result if the entire possible lease term were 
considered, the case would have been dismissed without 
the necessity for a decision on the validity of the 
Treasury regulation. 


taxable. And the nonrealization in this 
case was based upon the fact of nonsever- 
ance. Judge Hand said that the point of 
severance is not always easy to determine, 
but that “...if the lease requires the 
lessee to drain the land, or set out shade 
trees, or pave it, or grade it, or build a 
gold course or race track on it, we can see 
no difference between the resulting in- 
crease in its value and that arising from 
the growth of the surrounding neighbor- 
hood, or the increase in the value of a 
share of stock.”’ He believed that the test 
of realization could not be in the possession 
of a power to sell. 

Two years later, in 1937, the District 
Court for the District of Maryland fol- 
lowed the theory of the Hewitt Realty 
Company case.® The facts were similar, 
except that in the later case, the lease 
contained no renewal privilege and the 
tenant was not required to make improve- 
ments. The requirement to make improve- 
ments was considered as of no “legal 
significance’ by Judge Coleman. 

At about the same time Staples sued 
the United States in the District Court 
for the Eastern District of Pennsylvania 
to recover an alleged illegal assessment on 
gain from improvements made by a les- 
see.!° Staples and others leased certain 
premises on which some old _ buildings 
were standing. The lease agreement gave 
the lessee the privilege of tearing down 
the front portion of a building and of 
erecting a new building in its place. A 
renewal option was allowed. Title to the 
improvement vested in the landlord at its 
completion. The court was called on to 
decide whether the value of the new build- 
ings was taxable as income to the lessor. 
The court properly limited its opinion to 
the facts of the case and declared that in 
the situation where the tenant was not 
required by the lease agreement to erect 


°In Hilgenberg v. U. S., 21 Fed. Supp. 453. 
10 Staples v. U. S., 21 Fed. Supp. 737. 
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buildings, but did so of his own volition, 
the value of the building “‘is not income of 
the landlord until the land is sold or other- 
wise disposed of.’ Judge Maris stressed 
the limitation to his opinion by adding, 
“‘T am not passing upon the question 
whether the value of such a building 
would be taxable income to the landlord 
if erected by the tenant pursuant to a 
definite obligation to do so contained in 
the lease. In such a case it might well be 
argued that the increased value of the 
leased premises represented an additional 
rental to the landlord which was reserved 
by him and agreed upon when the lease 
was executed.”” By making this qualifica- 
tion Judge Maris took the issue away from 
an objective examination of whether a 
realization of an increased value had oc- 
curred, and made the test subjective, that 
of intent. Yet in his argument he cited 
several United States Supreme Court cases 
to show that his holding rested upon the 
distinction between ‘‘mere accrual” and 
derivation or realization. Further, Judge 
Maris expressly followed the theory of 
the Hewitt Realty Company case, which 
rested the decision on the determination 
of whether ‘‘the value received is embodied 
in something separately disposable.” 
Early in 1938 the United States District 
Court for the District of Connecticut de- 
cided a case in which the tenant was 
required by the terms of the lease to 
demolish the buildings on the leased prem- 
ises and to replace them with new build- 
ings which were to become the property 
of the lessor subject to the lease." Judge 
Thomas held that the decision in the 
Hewitt Realty Company case applied to 
this case. In his words “the taxpayer got 
nothing which he could take away and use 
for his own purposes, leaving his original 
investment and its power to yield a return 
undisturbed.” Here again was the objec- 
tive consideration, that of severance. The 
" English v. Bitgood, 21 Fed. Supp. 641. 


court did not argue by extension from a 
situation wherein the lease did not require 
the tenant to make improvements, but 
instead carried over the theory of the 
Hewitt Realty Company case directly to 
the instant situation which concerned a 
lease agreement requiring erection of the 
improvements. 

The recognition of leasehold improve- 
ments as income under the Sixteenth 
Amendment may be defended from either 
of two approaches: first, under the postu- 
late that income realization is a continuous 
process not dependent upon the receipt 
of money or its equivalent, and is measured 
by a hypothetical conversion of the prod- 
uct into money, which theory the Supreme 
Court has never approved; or second, that 
the improvement, if required by the lease 
agreement, is rent reserved which takes 
the form it does because of a deliberate 
option on the part of the lessor to re- 
ceive it. Yet the Supreme Court, on look- 
ing to the substance of the matter, should 
find that the option is only apparent, not 
real. The tenant wants to lease the land for 
a purpose which necessitates the erection 
of the structure as part of the lease plan. 
The landlord is not given an option on 
the one hand to accept a certain amount 
of money plus the value of the build- 
ing at termination of the lease, or, on 
the other, to accept a larger annual rent 
in cash. The landlord has tke option to 
lease or not to lease in accordance with 
the lessee’s project plan. Agreement be- 
tween tenant and landlord as to structure 
changes on the leased land is an inevitable 
concession which owners of globe space 
must make to prospective users, whose 
specific needs have considerable variance. 
The use to which the land will be put isa 
particular characteristic; the demand for 
globe area is a universal phenomenon. The 
owner of land must be prepared to adapt 
the purpose to the need if he would lease 
at all. 
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Then too, the United States Supreme 
Court, if it should attempt to uphold a 
tax on leasehold improvements will be 
hampered by its severance theory, that the 
income must be “something of exchange- 
able value proceeding from the property, 
severed from the capital, and coming in, 
being ‘derived,’ that is, received or drawn 
by the recipient for his separate use, bene- 
fit, and disposal.’ An improvement to 
land, either at the time title to the im- 
provement passes to the lessor subject to 
the lease, or on reversion by default or any 
other cause is not exchangeable except as 
attached to the land. Even the relation 
of embryo and prospective parent does 
not obtain to give color to the claim of 
income in process of realization. The im- 
provement will never be severed from the 
land except as salvaged material not a 
part of the growth process. Rather, the 
improvement is an addition to the cap- 
ital,* much as the metabolic process adds 
to the mother, enabling her to produce a 
more healthful infant than she could other- 
wise have done. So does an improvement 
add to the productive capacity of the 
land. If the improvement results in an 
increased value of the homogeneous im- 
proved land entity at the termination of 
the lease, that increased value is merely an 
expression of the capitalization of future 
income expected to be derived therefrom. 

The real issue of whether a thing is or 
is not an embodiment of income has largely 
been built around the practical situation 
of the hardship involved if a sale were 
necessary to obtain money to pay the tax 
on income from the capital. 

The bases of practical hardship and 
theory of taxable income are interrelated. 
In the long run, and in a democratic 
country, taxation must adapt itself, if not 
to considerations of equity, at least to 
considerations of practicality. A govern- 
ment does not want real property; its 


Eisner v. Macomber, supra. 
18 More strictly, land. 


proper functioning depends on its receipt 
of money or credit which it can utilize to 
obtain wealth, real wealth, services, con- 
sumable goods, real estate in selected 
areas, and not “real property” scattered 
throughout the country without relation 
to the government’s needs. 

What the United States Supreme Court 
will decide as to the taxability of leasehold 
improvements is a matter for conjecture." 
Its theory of taxable income, however, has 
been recognized and applied by the circuit 
courts of appeal and by district courts in 
cases involving this precise question. 


4 The United States Supreme Court has recently 
voiced its predilection regarding the issue whether lease- 
hold improvements are taxable income. In M. E. Blatt 
Company v. United States, 59 S. Ct. 186, after conclud- 
ing that the findings of the United States Court of 
Claims (23 F. Supp. 461) did not sustain a contention 
that certain described improvements made by a lessee, 
at about the same time as other specified improvements 
were made by the lessor, resulted in an ascertainable 
increase in market value of the leased property in the 
taxable year. Nor were the lower court’s findings suffi- 
cient, in the opinion of the Supreme Court, to sustain 
the view that the improvements constituted rent. 

After the Supreme Court had established sufficient 
basis for reversing the decision of the Court of Claims, 
which had supported the Commissioner, that tribunal, 
except for Justice Stone, entered upon a discussion of 
the issue whether, if an ascertainable increase in market 
value could be attributed to improvements made by the 
lessee, such increase was taxable income to the lessor. 
The court’s opinion satisfied the anticipations of the 
body of this article. It approved the philosophy of 
Hewitt Realty Company v. Commissioner, 76 F. (2d) 
880, U. S. v. Phellis, 257 U. S. 156, and similar cases. 
The court said, ‘‘So far as concerns taxable income, the 
value of improvements is not distinguishable from ex- 
cess, if any there may be, of value over cost of improve- 
ments made by lessor. Each was an addition to capital; 
not income within the meaning of the statute. Treasury 
Regulations can add nothing to income as defined by 
Congress.’”’ Even though Congress had impliedly rati- 
fied the Treasury Regulations relating to reporting of 
income from improvements to leased property, the 
Supreme Court here took refuge in an interpretation of 
thestatute, rather than in its expressed theories of income. 

The court carried its hypothetical discussion a step 
further and stated that if the value of improvements 
might at some time be income to the lessor, “such in- 
come could not reasonably be assigned to the year in 
which they (the improvements) were installed.” The 
failure of the Commissioner to obtain the present worth, 
as of the date of installation, of the estimated value of 
the improvements at the end of the lease term, was 
frowned upon by the court but was not considered vital. 
The court concluded its dictum as follows, “It may be 
assumed that, subject to the lease, lessor became owner 
of the improvements at the time they were made. Butit 
had no right to use or dispose of them during the term. 
Mere acquisition of that sort did not amount to con- 
temporaneous realization of gain within the meaning 
of the statute.” 
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THE BASIC THEORY OF STANDARD COSTS 
WALTER B. McFARLAND 


ject of standard cost accounting 

has been accumulated in the few 
years since standard costs first began to 
find extensive application. Most of these 
writings have been either discussions of 
controversial issues (of which there have 
been many) or case studies of specific 
applications. Few attempts have been 
made to summarize and coédrdinate the 
many ideas that have been put forth. 
While this might well be expected when 
a subject is so new and evolving so rapidly, 
it seems fair to say that standard cost 
accounting has now reached a stage where 
there exists a group of basic principles 
upon which most users of standard cost 
methods are fairly well agreed. This article 
will seek to assemble and restate some of 
these basic ideas with the hope that by 
thus putting them into generalized form 
they may be made more accessible and 
better understood. 


{ VOLUMINOUS literature on the sub- 


CHARACTERISTICS OF STANDARD COST 
ACCOUNTING 


The principal characteristic which dis- 
tinguishes standard cost systems of ac- 
counting from older cost systems is the 
use of standard costs in addition to actual 
costs. It is now quite generally realized 
that historical costs possess very dis- 
tinct limitations when complete reliance 
is placed upon them to provide the data 
which management needs to plan and 
control the operations of its business, for 
the actual cost of a unit of product con- 
veys, by itself, no information concerning 
the efficiency with which the object was 
produced.! On the other hand, if the actual 

1See G. Charter Harrison, Standard Costs, New 
York, 1930, p. 8; C. R. Stevenson, “Cost Accounting— 
Its Place and Influence in Modern Industry,” Proceed- 
ings International Congress on Accounting, New York, 


1929, p. 774; Monard V. Hayes, Accounting for Execu- 
live Control, New York, 1929, p. 162-63. 


cost can be set beside a standard cost 
which represents a known level of accom- 
plishment it then is a simple matter to 
compare the two costs and thereby grasp 
the significance of the actual cost figure. 

The introduction of standard costs is but 
another step in the process of establishing 
complete control over all factors which are 
subject to the influence of management. 
Those industrial engineers who were pio- 
neers in the scienitfic-management move- 
ment found that good physical standards 
(that is, standards expressed in terms of 
pounds of material, hoursoflabor, et cetera) 
were basic to real control over both the 
amount and the quality of work done in the 
shop. The general procedure was, first, to 
determine by study and experiment what 
constituted a proper level of performance, 
the best method, or the most satisfactory 
design and then to use it as a model of 
excellence with which to conform and as a 
base from which to measure deviations 
from the pre-established goal. However, 
the maintenance of a desired production 
schedule is not in itself sufficient to protect 
profits; instead this production schedule 
must be achieved at a proper cost. In 
other words, the realization of profits re- 
quires not only technical efficiency, but 
economic efficiency as well. Therefore, the 
standards which serve as the basis for 
control of operations must represent not 
only physical quantities of materials and 
services but the costs of these services as 
well. 


DEFINITION OF A STANDARD COST 


Nothwithstanding the simplicity of the 
basic concept of a standard, many di- 
vergent ideas have developed concerning 
what a standard cost should be in practice. 
It is therefore necessary to classify the 
different types that have been advocated 
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and applied before a standard cost can be 
defined satisfactorily. 

In examining the accountant’s usage of 
this term, those aspects upon which there 
is general agreement may be taken as a 
starting point. First of these is that stand- 
ard costs are predetermined costs. How- 
ever, not all cost figures prepared in ad- 
vance of operations are admitted to the 
category of standard costs. Standard costs 
are established by a process of scientific 
fact finding which utilizes both past ex- 
perience and controlled experiment. Thus 
the process of setting standard costs gen- 
erally includes a careful selection of mate- 
rials, time and motion studiesof operations, 
and an engineering study of equipment 
and other manufacturing facilities. On the 
other hand, predetermined costs that rep- 
resent merely some average of past ex- 
perience or personal opinion not based 
upon a scientific assembly of facts are 
generally termed estimated costs.? Hence, 
the second characteristic of a standard 
cost upon which most accountants agree 
is that it represents a carefully thought 
out method of making a product or render- 
ing a service. 

Beyond this point there is, however, a 
controversial field in which much argu- 
ment has been carried on. The principal 
differences of opinion seem to arise over 
these questions: 


1. Whether a standard should be a cur- 
rent standard, which reflects what per- 


2 The so-called estimating cost systems have, as 
their principal object, an approximation of actual costs 
without the effort and expense required to keep de- 
tailed records. Estimating cost systems may be dis- 
tinguished from standard cost systems by virtue of the 
fact that under the former the predetermined costs are 
intended to be as near the actual costs as possible, that 
differences between actual and estimated costs are re- 
garded as errors in the estimated figures, and that 
estimated figures are generally revised when serious 
discrepancies arise between estimated costs and actual 
costs. On the other hand, when a standard cost system 
is in use, the standard costs are regarded as the proper 
costs, the aim is to bring actual costs into agreement 
with standard costs, and differences are regarded as 
aberrant changes in actual costs. 


formance should be in the period for 
which the standard is to be used, ora 
basic standard, which is to serve merely 
as a unit of measurement or point of 
reference. 


2. Whether the standard should be set 
at an actually expected, a normal, or an 
ideal level of accomplishment.* 


A current standard is one which is in- 
tended to be representative of what cost 
actually should be under the prevailing 
circumstances. It is generally regarded as 
a real cost to be carried through the books 
of account and into the financial state- 
ments.‘ Such standards must be revised 
frequently to reflect changes in methods 
and prices, for otherwise they cease to 
be representative of what costs actually 
should be under present circumstances. 

A basic standard is, on the other hand, 
intended to serve only as a yardstick with 
which both expected and actual perform- 
ance can be compared. While possessing 
some of the characteristics of standard 
weights and measures, it is more nearly 
analogous to the base upon which a price 
index number is computed, for the plan of 
cost accounting used with this type of 
standard proceeds by reducing actual costs 
to percentage relatives with the standard 
cost as a base. Unlike current standard 
costs, basic standard costs do not displace 
actual costs in the ledgers and financial 
statements. One of the important char- 
acteristics of basic standards is that they 


? Another concept of a standard cost, which will 
not be discussed here, is that of a cost obtained when 
all firms in an industry or group employ a uniform 
method of accounting. While the term “standard cost 
system” is sometimes applied here, it would seem de- 
sirable from the standpoint of clear terminology to 
designate these as “uniform cost systems.’’ However, 
uniform cost systems are sometimes standard cost 
systems also. 

‘See Editorial Department Note, Bulletin of the 
National Association of Cost Accountants, May 1, 1935. 

5 See William F. Worrall, “A Brief Summary of the 
Results Obtained Through the Use of Standard Costs 
by the International Silver Company,” National Asso- 
ctation of Cost Accountants Year Book, 1928, p. 334. 
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facilitate the showing of trends in actual 
cost relative to standard cost. Such calcu- 
lations require that the base upon which 
the ratios are computed shall remain fixed 
and hence basic standard costs are changed 
only when methods of manufacturing are 
altered. 

When basic standards are applied, it is 
necessary to use current standards also, 
but current standards can be used without 
basic standards. The reason for this is that 
a basic standard by itself does not neces- 
sarily represent what performance ought 
to be in a given period but serves only as 
a base from which to measure changes. In 
order to realize the principal benefits from 
standards, it is essential that the standards 
be reasonably attainable goals. This is a 
condition which can be met only by chang- 
ing the standard to reflect changes in 
prices and other circumstances affecting 
costs actually realizable. Hence when a 
system of cost accounting is built upon 
basic standards, current standards are also 
determined and expressed as percentages 
of the corresponding basic standard fig- 
ures. Actual costs, likewise expressed as 
percentages of the basic standard, are 
then compared with the current standard 
to find out how much actual performance 
has deviated from what it should have 
been and with the basic standard to deter- 
mine trends from period to period.® This 
latter comparison would not, of course, 
be possible by measuring changes from a 
shifting current standard. 

With respect to the level at which stand- 
ards are set, three general classes of stand- 
ard costs can be distinguished, although 
it must be admitted that one merges into 
another in a manner that often defies clear- 
cut placement of a specific set of standards. 

1, Standards of the first type are set at 
a level which represents the costs the 
business actually expects to incur if the 


* See, for example, Eric A. Camman, Basic Standard 
Costs, New York, 1932, Chap. 4. 


anticipated prices are paid for materials 
and services and if the usage of these 
things corresponds to that believed neces- 
sary to produce the planned volume of 
goods. Such a standard does not eliminate 
all inefficiencies but allows for waste and 
error which the management believes to 
be impractical of elimination. Variances 
from standards will be the result of (a) 
failure to achieve the expected degree of 
efficiency in usage of the production fac- 
tors, (b) failure to foresee what prices will 
be paid for things purchased, and (c) 
failure to achieve the expected volume of 
production. Obviously these variances can 
be either debit or credit variances—that 
is, they can reflect performance either 
worse or better than that anticipated. 

2. Standards of the second type are set 
at a level regarded as ‘‘normal.’’ Normal 
is perhaps best defined as a statistically 
determined figure intended to level the 
fluctuations from seasonal and cyclical 
causes and to eliminate erratic fluctua- 
tions. Another way of describing the nor- 
mal standard is to say that it is the average 
level actually expected to be attainable 
over a period of time long enough to cover 
one or more operating cycles. The exact 
meaning given to normal is generally 
difficult to ascertain in any given case, 
a fact which doubtless reflects the equivo- 
cal nature of the statistical techniques 
available for ascertaining what a normal 
level of business may be. Variances will 
be interpreted as due to either (a) per- 
formance above or below normal effi- 
ciency, or (b) prices or output volume 
above or below normal figures. 

3. The third level at which standards 
are set is one representing the best per- 
formance that can be attained under the 
most favorable circumstances possible. It 
may be regarded as analogous to the theo- 
retical standard recognized in engineering 
work. Such standards are not those which 
anyone expects to attain, but rather are 
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ideals set up to strive for in the attempt 
to improve efficiency. Here variances will 
always be debits’ and must be interpreted 
as failures to attain the ideal level of 
efficiency. However, it is not reasonable to 
hold employees responsible for the whole 
of such variances because they are in part 
the result of human imperfection and of 
working conditions that also deviate from 
perfection. 


SETTING STANDARD COSTS 


Either current or basic standards may 
be set at any of the levels described above. 
In practice current standards seem to be 
most commonly established at the actual 
expected or normal levels. Not uncom- 
monly standards for direct material and 
direct labor are set at the level expected 
for the coming accounting period while 
overhead cost standards are set at a nor- 
mal level representing a combination of 
past experience plus future expectations. 
Basic standards often represent ideal usage 
levels combined with prices prevailing at 
the time the standards are set. The reason 
behind such a combination is that an ideal 
usage standard may be desirable as a goal 
to work toward, but prices are beyond the 
firm’s control and hence any sensible level 
can be adopted as a base from which to 
measure later changes. 

There has been much discussion of the 
relative merits of the different kinds of 
standards, but the arguments advanced 
are confusing and difficult to interpret 
because they have not been based upon 
clearly defined premises regarding the kind 
of standard cost employed. A choice be- 
tween current and basic standards is best 
made according to managerial preference 
for variances in absolute or ratio form. 
Since under basic standards the costs are 
reduced to index numbers, the person 
charged with installation of the cost sys- 


7 If credit balances occur, the standards will be set 
higher. 


tem should ascertain whether or not those 
who are to use the data wish to have them 
in this form. One point which may be em- 
phasized again is that when basic stand- 
ards are chosen, current standards are 
necessarily used also, and that the decision 
to have basic standards does nothing to 
settle the problem of what the accom- 
panying current standard is to represent. 
Hence, the argument that continual re- 
vision of standards is obviated by the use 
of basic standards seems not to be rele- 
vant. 

The question of what level should be 
preferred for a current standard is a con- 
troversial one, but the weight of advan- 
tage seems to lie with the actual expected 
standard. From the standpoint of man- 
agerial control, a standard at this level is 
the only one which the organization can 
really be held responsible for meeting. 
Any standard at a higher level always 
results in variances which are partly the 
result of acts for which responsibility can 
be fixed and partly the result of conditions 
for which no one can be blamed with 
fairness. The employee who knows that 
the standard given to him is unattainable 
but does not know how near he should 
come is really provided in advance with 
an excuse for failing to meet this standard. 
Whatever the performance, he will contend 
that he has accomplished all that could 
reasonably be expected and management 
will find it difficult to sustain the burden of 
proof to the contrary. In the related field 
of time study, where experience covers 4 
longer period than it does with standard 
costs, it seems generally agreed that 4 
standard rate should be attainable by 4 
majority of the workers. This does not 
preclude the use of standards to raise the 
average quality of performance, for with 
proper incentive, controlled conditions, 
and good supervision the expected level 
may be well above that attainable under 
less favorable conditions. 
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From the accounting standpoint the 
actual expected level also seems preferable 
to the ideal level, for under the latter 
variances cannot properly be regarded 
as unrecoverable losses in their entirety. 
Hence, a strict following of the usual 
theory in accounting for such items would 
require splitting the variances into the 
avoidable loss, which would be charged to 
profit and loss, and the remainder which 
would be a proper inventory charge. Ob- 
viously this would be an inconvenient 
process, and it will be preferable to have 
the variance unequivocal in meaning. Ac- 
tual expected standards are also more 
useful for planning future activities than 
are ideal standards since with the latter 
an allowance must always be made to 
determine the actual performance that it 
is possible to attain. 

Normal standards may be useful for 
the computation of profit and loss or for 
pricing, particularly with overhead ex- 
penses, but they have little value for 
control purposes because a standard at 
this level does not indicate what should 
be accomplished at any particular time. 
There is, in addition, always difficulty in 
giving definite meaning to the concept of 
normal in so far as it is affected by the 
business cycle. Normal standards are use- 
ful principally for overhead costs because 
there is need for some method which will 
eliminate or at least minimize the fluctua- 
tions in unit cost which result from sea- 
sonal and cyclical changes in physical 
output. Hence, product is costed at a 
normal standard overhead rate for the 
purpose of establishing financial-statement 
figures. A second standard—the overhead 
budget—set at the actual expected level 
is used for managerial control of these 
costs. 

In summary regarding the level at which 
to set a standard cost, it may be said that 
standards should represent performance 
at the highest level which is known and 


proven to be attainable under conditions 
which can be maintained and with as 
much effort from employees as can be 
expected on a sustained basis. All factors 
not subject to managerial control should 
be incorporated in the standard in order 
that variances may represent only those 
circumstances which should come to the 
attention of management as controllable 
deviations from the course that has been 
plotted in advance, for these are the only 
variances for which management can be 
held accountable. Such a view requires 
that standards be changed as often as 
necessary to keep them at the attainable 
level, but does not preclude the additional 
use of basic standards at some other level 
if desired. 


RELATIONSHIP BETWEEN BUDGETS AND 
STANDARD COSTS 


The relationship between budgets and 
standard costs has not always been clearly 
understood and deserves a brief discussion 
inasmuch as the two are commonly used 
together. Both budgeted costs and stand- 
ard costs are predetermined costs and 
represent applications of the managerial 
principle that calls for pre-planning of 
activities. The principal difference lies in 
the scope of the terms, for “budget”’ is a 
much broader word than “standard cost.” 
Budgeting generally comprises the setting 
of objectives for all aspects of income and 
expense whereas standard costs include 
only the regular operating expenses. Cap- 
ital expenditures, sales revenues, and cash 
collections and disbursements are budg- 
eted, but these figures are rarely called 
standards. Furthermore, standard costs 
are generally unit costs whereas budgeted 
costs are aggregate costs for a specified 
volume of product or a period of operation. 
This is perhaps what might be expected 
when it is remembered that standard costs 
evolved in the factory whereas budgeting 
had its development in the financial, ad- 
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ministrative, and selling divisions of busi- 
ness organizations. The budgeted costs 
are often made up by multiplying the 
number of product units called for in the 
budget by standard unit costs. Thus the 
two are substantially identical in purpose 
and are linked together by the use of 
standard costs as part of the detail which 
goes to make up the budget. 


THE UTILIZATION OF STANDARD COSTS 


Standard costs having been defined, the 
next step is to demonstrate how they serve 
the needs of business management. The 
uses that the management of a business 
has for cost data can be classified under 
three heads, namely: 


1. Planning future activities 
2. Controlling current activities 
3. Measuring the result of past activi- 
ties 
For each of these uses standard costs are 
distinctly serviceable under most condi- 
tions.® 


PLANNING FUTURE ACTIVITIES WITH 
THE AID OF STANDARD COSTS 


Standard costs provide a basis for plan- 
ning operations that actual costs from 
older cost-accounting methods could not 
yield. They are particularly valuable in the 
preparation of the general budget, for 
they provide information concerning the 
expenditures that will be necessary for 
materials, labor, and supervision at any 
given level of output and they also facili- 
tate the preparation of a budgeted profit- 
and-loss statement. The careful study by 
which standards are set makes these fig- 
ures much more reliable than any esti- 
mates hastily prepared for use on a single 

8 Two situations may be mentioned where standard 
costs will be of little or no benefit. First there is the 
unscientifically managed concern in which standard 
costs would not be used even though available. Second 
there is the small company whose manufacturing proc- 
esses are so very simple and so well controlled by 


physical methods that standard costs can add little or 
nothing more. 


occasion. Even the cost of a product that 
has never been made before can often be 
quickly estimated by pricing the manufac- 
turing specifications at standard rates for 
materials, labor, and overhead. 


CONTROL OF CURRENT OPERATIONS 
WITH STANDARD COSTS 


There are three necessary steps in ob- 
taining control over costs. These are: 

1. Predetermination of what results are 
wanted and what it should cost to secure 
them. The budget here constitutes the 
general plan of future operations and the 
standard costs supply detailed proper costs 
for each phase of the work to be under- 
taken. 

2. A definite delineation of authority to 
incur costs and the coincidental placing 
of responsibility for the results obtained 
from such spending. Application of this 
principle requires that cost budgets be 
prepared in terms of the organization plan 
in order that each person may know what 
he has authority to do and what his su- 
periors expect him to accomplish through 
the exercise of such authority. 

3. A continuous running comparison of 
actual performance with planned perform- 
ance and the follow-up of variations in 
order to determine how they may be 
eliminated or why standards cannot be 
met. Once plans have been made, the 
executive will be concerned not with ac- 
tual happenings that are in accord with 
the budget, but instead with those that 
deviate from it, or appear likely to de- 
viate. Operations which are progressing 
satisfactorily can safely be left to persons 
charged with doing the routine work in 
order that the more costly time of the 
executives may be devoted to planning 
and to administrative tasks. In this re 
spect standard cost methods save much 
time for the executive because these men 
are relieved of the necessity for giving 
attention to matters where performance 
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is satisfactory. This is merely an applica- 
tion of the well known principle of excep- 
tions.’ A further advantage of standard 
costs for controlling operations is that the 
emphasis is removed from product cost 
and placed on performance cost. This is, 
of course, the point at which the most 
effective control over ultimate results can 
be wielded. Moreover, a continuous de- 
tailed compilation of costs is seldom re- 
quired and a saving in clerical labor is 
thus effected. 

In order to provide executives with cost 
reports that stress deviations from stand- 
ard costs, experience has shown it de- 
sirable to incorporate the standard costs 
into the double-entry bookkeeping rec- 
ords. While it was formerly common prac- 
tice to keep the standard costs entirely 
apart from the books in which actual costs 
were recorded and to make comparisons 
on a statistical basis alone, most firms 
now tie the standards into their cost rec- 
ords in order that the ordinary bookkeep- 
ing routine may produce reports on var- 
iances from standard costs.'° 


MEASURING THE RESULT OF PAST 
ACTIVITIES WHEN STANDARD 
COSTS ARE IN USE 


The third principal use for costs within 
a business organization is for the prepara- 
tion of financial statements which serve 
as measures of the results obtained by 
operations. Two different practices may 


*L. P. Alford (“Cost Control,” Mechanical Engineer- 
ing, August 1934, p. 467) has stated this principle as 
follows: “Managerial efficiency is greatly increased by 
concentrating managerial attention solely upon those 
executive matters which are variations from routine, 
plan, or standard.” 

10 A parallel development can be found in the early 
practice of keeping all cost accounts on a purely sta- 
tistical basis without tying them into the financial 
accounts. The incorporation of standard costs into the 
double entry bookkeeping records is advantageous for 
the same reasons that led to the now almost universal 
practice of tying in the historical cost accounts, namely, 
(a) the results are more carefully computed and more 
accurate, and (b) the cost figures command a larger 


Measure of attention from those to whom they are 
presented. 


be found here when standard cost methods 
are being utilized. The first of these fol- 
lows the theory that only actual costs 
should appear in the balance sheet and 
profit-and-loss statement and therefore all 
standard costs are eliminated in the proc- 
ess of collecting the figures that go into 
these statements. The second method, on 
the contrary, follows the theory that the 
standard costs are the real costs and ac- 
cordingly carries them into the financial 
statements. When actual costs exceed 
standard costs, the difference is regarded 
as a loss to be subtracted from operating 
profit rather than as a cost of production. 
Hence, in the balance sheet inventories 
are valued at standard cost" and in the 
profit-and-loss statement manufacturing 
costs represent the standard cost of opera- 
tions performed. Debit variances appear 
as losses deducted from profits and credit 
variances connected with goods already 
sold are added to profits. Credit variances 
connected with goods yet unsold are un- 
realized gains and hence are treated as 
valuation reserves to be deducted from 
inventories. 

Basic standards cannot well be used for 
financial statement purposes because these 
standards are merely reference points and 
are not costs at all in the sense that is 
required for financial statements. How- 
ever, it is easy to estimate actual costs by 
application of ratios to basic standards 
and thus actual costs can be used in the 
financial statements. Current standards 
at an actual expected or normal level are 
suitable and quite extensively used in 
financial statements. 


CONCLUSION 

Standard cost accounting represents, 
not a radically new method of costing, 
but instead an evolutionary development 
of older techniques. Predetermined stand- 
ard costs have been added to the historical 


11 Market may be used instead if lower than cost. 
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job-order or process costs that were the 
only product of most cost accounting 
systems in use thirty years ago. In the 
process, the emphasis of cost accounting 
has been shifted to bring its practices into 
accord with modern ideas of business man- 
agement and to broaden the usefulness of 
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the data contained in the cost records, 
It seems fair to say that standard cost 
accounting is a decided improvement over 
costing methods available a generation 
ago, although there appears no reason to 
believe that a similar improvement may 
not take place in years to come. 


HELP WANTED—ACCOUNTANTS 


RocER F. 


E FEEL that our college accounting 

W courses are too ambiguous, too 

much of a confusion, and too theo- 
retical.” 

“To many college graduates feel an ac- 
counting position is theirs by right of their 
degree in accounting without requiring 
them to do any detail work.” 

“Too many people without any natural 
aptitude for accounting are encouraged in 
colleges.” 

The above criticisms of accounting 
courses in colleges represent the opinions 
of business executives who are employers 
of accountants as disclosed by a recent 
survey of the Cleveland area covering 
public accountants; manufacturers of 
metal, food, mechanical equipment, cloth- 
ing, paper and printing, and chemicals; 
hotels; hospitals; financial institutions; 
retail stores; laundries; transportation 
companies; motion picture exchanges; and 
municipalities. Replies were received from 
companies employing a total of 1,568 
persons in accounting work: 981 men and 
587 women. 

The first criticism, centering around 
class-room “theory,” has been broadcast 
ever since the advent of the school of 
business administration. Whether or not 
it is justifiable at the present time is be- 
side the point: businessmen still think the 
courses are too theoretical but few suggest 
any changes in the pedagogic presentation 


KNITTEL 


of the subject. The majority state that 
actual experience in accounting work com- 
bined with class-room study is desirable. 

The second criticism is a reflection upon 
the type of instruction found in most 
schools in creating a mental attitude in the 
student which is not particularly benefi- 
cial. As one person expressed it, “The 
cream of the crop generally are loathe to 
have anything to do with accounting or 
any work involving production of detail.” 
Perhaps college graduates feel they are the 
“cream of the crop” as a result of the type 
of instruction they have received. On the 
other hand, perhaps the business execu- 
tive has developed a defense mechanism 
to counter the advanced accounting phi- 
losophy of the younger generation. 

The third criticism was stated in one 
answer as follows: “I have long felt that 
accounting schools should not dangle 
C.P.A. attainment before the eyes of the 
student until they are sure he has a genu- 
ine aptitude for it.” Certainly, the educa- 
tors must agree with this conviction. If 
they have erred in their past encourage- 
ment, they must attempt to avoid it in the 
future. 


I 


The questionnaire contained a list of 
topics which are contained in tests given 
to prospective accounting employees. 
Seventy-seven companies indicated that 


such t 
covert 
ing, ” 

initiat 
sidere 
ing tc 
seeket 
edge ¢ 
is sou 
know] 
summ 


ing vi 
tutior 
the m 
tion ¢ 
agenc 
that r 
12% 

Th 
of the 
emplc 
effort 
greate 
may 
conta 
emph 

Vai 
as fol 


Knowle 
count 
Mather 
Mental 
Persona 
Neatne 
Knowle 
Knowle 
Wi 
use eI 
Employ 
Recon 
Colleg 
Newsp 
These } 
Applic: 
High. 
Civil 


Help Wanted—Accountants 159 


such tests were given; and, of the material 
covered, “knowledge of general account- 
ing,” “mathematical accuracy,” “mental 
initiative,’ and “personality” were con- 
sidered the most important. It is interest- 
ing to note that, while advisers of job- 
seekers stress the importance of a knowl- 
edge of the business in which employment 
is sought, these replies considered that 
knowledge next to last in importance. A 
summary of these answers follows: 


Prospective Employees Are Tested as to: 
Percentage— 
Companies Companies 
Giving Tests 
Knowledge of General Ac- 


83% 
Mathematical Accuracy..... 58 75% 
Mental Initiative........... 55 71% 
Neatnessin Accounting Forms 38 49% 
Knowledge of Our Business. . 22 29% 
Knowledge of Specialized Field 9 12% 


With two exceptions, all of the groups 
use employment agencies primarily in fill- 
ing vacancies. Among the financial insti- 
tutions, “recommendations of friends’’ is 
the most popular method; and transporta- 
tion companies rate “‘college employment 
agencies” first. It is surprising to learn 
that newspaper advertising is used in only 
12% of the cases. 

These replies may indicate the vastness 
of the unexplored field of work for college 
employment agencies; and the amount of 
eflort which must be exerted to obtain 
greater recognition in the future. They 
may also point out the value of personal 
contacts, which we feel needs no further 
emphasis in our universities today. 

Various means of filling vacancies rated 
as follows: 


Percentage— 
Companies Companies 
Answering 
this Question 
Employment Agencies... ... 62 75% 
Recommendations of Friends. 44 53% 
College Employment Agencies 20 24 
Newspaper Advertising..... . 10 12% 
T. hese Were Written In: 
Applications on File........ 6 7% 
igh-School Agencies. ..... . 1 1% 
Civil Service Lists.......... 1 1% 


II 


Generally speaking, the man most re- 
cently acquired receives a higher salary 
than the woman most recently employed 
in the accounting department. The man’s 
salary ranged from $75 per month to $300 
per month. The rate most common among 
the replies was $150 per month, and the 
average salary, $133. The woman’s salary 
ranged from $50 to $150 per month, and 
the average was $95.61. 

It is unquestionably true that many 
employers from the pre-suffrage era will 
pay a higher salary to a man than they 
will to a woman doing the same work. 
However, the wide discrepancy between 
the two rates is more probably due to the 
fact that the term, ‘“‘accounting depart- 
ment,” includes accountants, bookkeep- 
ers, secretaries, stenographers, and typists; 
that the accountants in a given organiza- 
tion receive a higher salary than the typ- 
ists; and that there are more women 
typists than men. 

Men receive highest compensation from 
public accountants and metal manufac- 
turers; and the lowest salaries are paid to 
them by transportation companies and 
motion-picture exchanges. Municipalities 
pay the best salaries to women account- 
ants, with public accountants second; 
while hospitals are the least remunerative 
of all. A schedule of the reported average 
salaries paid to accountants most recently 
acquired in the various groups follows: 


Men Women 
Public Accountants........... $149.09 $125.00 
141.07 98 .93 
Mechanical Equipment........ 134.44 82.50 
Boxes, Paper and Printing.... . 128.75 105.83 
Oils, Chemicals and Paints.... 137.50 75.00 
Misc. Manufacturers.......... 133.33 85.00 
Financial Institutions......... 113.75 107.50 
126.00 82.80 

ransportation............... 

Motion Pictures.............. 95.00 82.50 
Municipalities................ 120.00 135.00 
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The questionnaire contained a list of 
eight accounting fields commonly taught 
in courses in schools, and the companies 
answering were asked to check the various 
fields in the order of their importance to 
their organization. Some of the replies 
contained only check marks opposite those 
subjects considered important. The results 
were summarized in the following charts, 


“General Accounting” and “Budgetary 
Accounting” were tied for first place. Sec- 
ond place was awarded to “Cost Account- 
ing” by manufacturers of metal, food, 
mechanical equipment, and boxes, paper 
and printing. “Auditing” rated second by 
public accountants, financial institutions, 
retail stores, transportation companies, 
and motion-picture exchanges. Hospitals 
placed “Statistics” second in importance, 


ACCOUNTING KNOWLEDGE REQUIRED OF MEN 


Weighted Percentage 


1st 2nd 3rd 4th Sth 6th 7th 8th 9th Checked Importance of Total 


General Accounting....... 45 8 2 25 608 25.18 
Cost Accounting......... 11 618—C 5 3 2 1 16 399 16.52 
Analysis of Statements.... 6 3 4 7 5 2 2 13 252 10.43 
Accounting Systems...... 4 5§ _.. 2 4 1 13 242 10.02 
Federal and State Taxes 3 9 Uj 3 1 2 9 220 9.11 
Re ee 4 3 1 3 1 1 4 3 7 147 6.09 
Budgetary Accounting.... 3 5 3 1 1 1 3 2 7 144 5.96 
Actuarial Accounting..... 3 1 1 1 7 1 55 2.28 
Arithmetic (Written In)... 1 9 .37 
7 2 1 5 2415 1 


ACCOUNTING KNOWLEDGE REQUIRED OF WOMEN 


Weighted Percentage 


Ist 2nd 3rd 4th Sth 6th 7th 8th 9th Checked Importance of Total 


General Accounting....... 26 1 12 302 43.02 
Cost Accounting......... 3 8 1 2 3 125 17.81 
as. 4 3 1 i 63 8.97 
Accounting Systems...... 4 4 60 8.55 
Analysis of Statements... . 2 1 2 1 1 45 6.41 
SE ce 1 1 1 1 3 40 5.70 
Budgetary Accounting.... 1 1 1 1 1 30 4.27 
Federal and State Taxes... 2 1 1 25 3.56 
Arithmetic (WrittenIn)... 1 9 1.28 
Actuarial Accounting..... 1 3 43 
7 es 2 1 5 702 100.00 
with weighted importance given to all IV 


answers. 

The various groups did not differ seri- 
ously from one another in answering this 
question; and the ranked importance of 
the subjects was very much as anticipated. 
“General Accounting” was listed first for 
men accountants by all the groups except 
that of “Oils, Chemicals and Paints,” 
which considered “Cost Accounting’’ first 
in importance. Among the municipalities, 


Ability to operate adding machines was 
considered of prime importance among 
male accountants. As can be seen in the 
following chart, 96% of the companies 
answering this question require that abil- 
ity. The calculating machine was a poor 
second, being required by only 69% of the 
companies. This preference was uniform 
throughout the various kinds of industry. 

For the women accountants, the ability 
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to operate three machines: the type- 
writer, adding machine, and calculating 
machine was frequently checked. The 
calculating machine was first in the group 
of retail stores; and both the typewriter 
and the calculating machine were listed 
ahead of the adding machine among metal 
manufacturers, mechanical equipment, 
and transportation companies. 


TO OPERATE BUSINESS MACHINES—MEN 


Percentage— 
Companies 

Question 
Adding Machine........... 69 96% 
Calculating Machine. . 50 69% 
Machine. . 9 12% 
Duplicating Machine....... 6 8% 
Tabulating Equipment...... 2 3% 
Transcription Machine...... 1 1% 


TO OPERATE BUSINESS MACHINES—WOMEN 


Percentage— 
Companies Companies 
Answering 
this Question 
54 90% 
Adding Machine........... 50 83% 
Calculating Machine........ 49 82% 
Bookkeeping Machine....... 29 48% 
Duplicating Machine....... 21 35% 
Transcription Machine. . 11 18% 
Tabulating Equipment. . 3 5% 
Addressograph (Written In). 2 3% 
V 


Besides accounting subjects, the em- 
ployers of accountants consider the col- 
lege subject, “English,” most important. 
Those subjects considered most important 
are listed by types of business, showing 
the number of votes received by each: 
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Group Men Women 
Public Business Law (14) English (5) 
Accountants English (12) Mathematics (3) 
Economics (12) Business Law (3) 
Metal Manu- English (14) English (12) 
facturers Mathematics (12) Mathematics (11) 
Business Law (10) Speech (5) 
Psychology (5) 
Food English (7) English (6) 
Mathematics (7) Mathematics (4) 
Business Law (5) 
Mechanical English (10) English (8) 
Equipment Business Law (9) Mathematics (5) 


Mathematics (9) 


Business Law (4) 


Boxes, Paper Mathematics (5) Mathematics (4) 
and Printing English (4) English (3) 
p (2) Speech (2) 
Hospitals English (3) English (2) 
(3) (2) 
Business Law (3) 
Financial Economics (5) English (3) 
Institutions Mathematics (4) | Mathematics (2) 
English (4) 
Retail Stores | Mathematics (5) English (5) 
English (5) Mathematics (4) 
Economics (3) Economics (3) 
Business Law (3) 
Municipalities English (2) English (2) 
Business Law (2) 


In the combined totals of all groups 
English still ranks first and mathematics 
second for both men and women. It may 
seem strange that the subjects, ““Market- 
ing” and “Salesmanship,” which are gen- 
erally considered subjects related to ac- 
counting, should be ranked only seventh 
and eighth respectively. Some comments 
in this connection were: “I do not regard 
marketing and salesmanship necessary for 
an accountant, except as they would be 
part of training in general business organi- 
zation’; and “General business informa- 
tion courses such as salesmanship, market- 
ing, etc., are largely a waste of time. This 
time spent in cultural development would 
yield larger dividends in after life.”’ It has 
been suggested that the terms, ‘Corporate 
Finance,” “Industrial Management” and 
‘Personnel Management”’ might have se- 
cured a higher place in the scale. 


COLLEGE SuBjects ImpoRTANT FOR MEN 
IN ACCOUNTING WORK 


Percentage— 
Companies Companies 
Answering 
this Question 
Mathematics............... 66 83% 
54 68% 
43 54 
22 28% 
Salesmanship.............. 17 21% 
5 6% 
Foreign Language.......... 3 4% 
Written In: 
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CoLLEGE SuBJEcTS ImPORTANT FOR WOMEN 
IN ACCOUNTANT WoRK 


Percentage— 
Companies Companies 
nswering 

this Question 
Mathematics...:........... 42 716% 
14 25% 
9 16% 
Salesmanship.............. 4 71% 
Foreign Language.......... 2 4% 


VI 
In addition to the written criticism re- 
ceived, many companies checked state- 
ments which were printed on the question- 
naire. The tone was definitely the same 
as that included in the criticisms offered in 


writing. A summary follows: 
Percentage— 
Companies Companies 
Answering 


this Question 
1—The courses are too theo- 
2—The student has forgotten 
too much accounting at 


3—The student receives too 

many ialized account- 

a 20% 
4—The student must spend 

too much time with cul- 

tural courses............ 6 13% 
5—The student receives too 

few specialized accounting 

6—The student must spend 

too little time with cul- 


tural 2 4% 
7—Practical accounting is 
overemphasized ......... 1 2% 
CONCLUSION 


Help Wanted—Accountants; to take 
tests covering knowledge of general ac- 
counting, mathematical accuracy, mental 
initiative, and personality; with ability to 
operate the adding machine, typewriter 
and calculating machine. Applicants must 
have general accounting knowledge, must 
also know cost accounting and auditing. 
Should have studied college English, 
mathematics, business law, economics, and 
speech. Starting salary, men $133.00; 
women, 95.00. Apply Better Business Em- 
ployment Agency. 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


sented as the first half of the May, 
1939, C.P.A. examination in those 
states using the questions prepared by the 

Board of Examiners of the American In- 

stitute of Accountants. Problem 1 was 

given a weight of 10 points; problem 2, 20 

points; problem 3, 35 points; problem 4, 

35 points. The candidates were given a 

time allowance of six hours. 

No. 1 
Under the terms of the will of J. J. Bul- 

lard, who died in 1935, the beneficiaries 

were: 

Mary Bullard, widow of testator, who was 
left a special bequest of $50,000 payable 
immediately, and in addition a life inter- 
est in one half of the residuary estate, 
with the right of appointment. 

Kathlyn Bullard, his daughter, who was 
left one fourth of the residuary estate. 
One half of this was left outright and 
the other half to remain in trust, with 
the right of appointment. 

Jenny Bullard, his daughter, who was left 
a life interest in one-eighth of the resid- 
uary estate, with the right of appoint- 
ment. 

John Bullard, his son, who was also left a 
one-eighth interest in the residuary es- 
tate, to be paid to him outright. 


The testator specified that, on account 
of the unsatisfactory market conditions, 
the trustees have the power and right to 
defer liquidation of any of the assets until, 
in their opinion, conditions are favorable 
and may, in their discretion, make inter- 
mediate distributions of principal from the 

Date acquired 


T= FOLLOWING problems were pre- 


January 2, 1938 
June 30, 1938 


funds so realized to the beneficiaries who 
are entitled thereto. The income from the 
estate was to be distributed annually in 
the proportion of the beneficiaries’ inter- 
ests. 

On December 31, 1937, the following 
advances were made on account of prin- 
cipal: 

Kathlyn Bullard.......... 


but the special bequest to Mary Bullard 
had not yet been paid. 

The trustees rendered their first ac- 
counting to the surrogate as at December 
31, 1937, on which date all income, after 
paying therefrom all expenses applicable 
to income, was paid to the beneficiaries. 

The surrogate’s decree on the account- 
ing of December 31, 1937, specified that 
(1) in considering the distribution of fu- 
ture income, all intermediary payments of 
principal should be treated as advances to 
the beneficiaries, and (2) in order to make 
a fair and equitable division of income, in- 
terest at six per cent per annum should be 
charged and credited. 

The income of the year 1938 amounted 
to $450,000 after all expenses applicable to 
income had been paid. No further distribu- 
tion of principal had taken place. 

Prepare a statement showing the 
amounts payable to each beneficiary on 
December 31, 1938. 


No. 2 


The Universal Patent Corporation ac- 
quired 700 shares of the capital stock of 
the General Development Company as 
follows: 

No. of shares Purchase price 


600 $300 ,000 
100 46,000 
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The audited balance-sheets of the General Development Company are given here below: 


Assets 
Liabilities 


Federal income tax payable 
Sundry liabilities 
Capital stock—1,000 shares 
Earned surplus 


Adequate provision was made for amor- 
tization of the patent by a straight-line 
method and for all liabilities, including 
taxes, and no undistributed-profits tax is 
payable. On December 30, 1938, a divi- 
dend of $150,000 had been paid. 

On that same date the shareholders of 
the General Development Company or- 
dered the liquidation of the company as at 
the close of December 31, 1938. The share- 
holders were to receive a pro-rata assign- 
ment of their interest in the patent on 
January 2, 1939. The collection of roy- 
alties receivable, payment of liabilities, 
and distribution of available cash was to 
be effected not later than February 15, 
1939, and $1,000 was appropriated for the 
estimated expenses in the period of liqui- 
dation. 

From the foregoing information, prepare 
the entries which the Universal Patent 
Corporation should make to record the 
amortized cost of its interest in the patent 
on the date of assignment. 


No. 3 


A governmental authority was consti- 
tuted about July 1, 1937, to carry out cer- 
tain recreational activities for which the 
authority was to buy or construct the 
equipment. 

It was decided that the accounts of the 
authority will show budgetary estimates as 
well as actual income and expenditures in 
an approved manner, and that the trans- 


Jan.1 June30 Dec, 31 

1938 1938 

$ 30,000 $ 78,000 $ 40,000 
60,000 65/000  50'000 
$150,000 $200,000 $144,000 

et: $ 20,000 $ 19,000 $ 25,00 
100,000 100,000  100'000 
$150,000 $200,000 $144,000 


actions will be recorded in the following 
funds: 

General operating fund 

Working capital fund 

Sinking fund for redemption of bonds 

Property fund 
From the following information, prepare a 
columnar work sheet recording the trans- 
actions of the authority so as to show the 
asset and liability and budgetary accounts 
for the year ended June 30, 1938: 

(1) An advance of $50,000 was made by 
the government creating the authority to 
finance the initial construction and activi- 
ties, to be repaid out of operating revenues. 

(2) From the working capital fund thus 
created, $10,000 was transferred to the 
general fund for current operating ex- 
penses until revenues could be realized. 

(3) A budget of recreational activities 
for the year was adopted as follows: 


Revenues 


100 ,000 
Miscellaneous................ 10,000 $190,000 
Expenditures 
Administration............... $ 10,000 
Bathing pavilion............. 65 ,000 
25 ,000 
Park maintenance............ 54,000 
Interest on bonds............ 6,000 
Sinking fund requirements... . . 20,000 $108,000 


(4) Purchases of supplies were made for 
central stores to the amount of $36,000 and 
paid in full. 


(5) 
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(5) A bond issue of $200,000 for im- 
provements was authorized as of July 1, 
1937, bearing interest at 3 per cent per 
annum, payable semiannually. It was dis- 

dof on August ist at par and accrued 
interest of $500. 

(6) Contracts amounting to $165,000 
were let for improvements. Work was com- 
pleted and contracts paid to extent of 
$156,000, which included $1,000 extras, 
leaving $10,000 in progress on June 30, 
1938. 

(7) Additional construction work was 
supplied through the working-capital fund 
to the extent of $34,000, which included 
$18,000 labor paid in cash, $14,000 ma- 
terial from stores at cost, and $2,000 over- 
head. The working capital fund was reim- 
bursed in full for this service. 

(8) Other services (labor only) supplied 
to authority activities and paid for by the 
working-capital fund were as follows, in- 
cluding 10% or $920 for overhead: 
$3 ,300 


1,100 
5,720 $10,120 


Of the above, $2,200 for park mainte- 
nance was incomplete and not billed as of 
June 30, 1938. Otherwise, reimbursement 
to the working-capital fund was com- 
pleted. 

(9) Revenues collected during the year 
were as follows: 


101,400 
29 , 200 
Miscellaneous................ 9,400 $188,500 


In addition there were $1,600 of licenses 
billed but not collected, on which possible 
losses should not exceed 20%. 

Of the fees collected, it was necessary 
to refund $210. 

Of the licenses collected, $500 repre- 
sented advance payments on account of 
the following year. 

(10) Supplies were issued to authority 
departments by the central stores as fol- 


lows, the figures in each case including 10 
per cent or a total of $1,050 for working- 
capital-fund overhead: 


2,640 
Park maintenance............... 6,930 $11,550 


Transfers were made to the working capi- 
tal fund to the amount of $10,600 on ac- 
count of these items. 

(11) Contracts and orders issued during 
the year for operating expenses totaled 
$83,000. These were liquidated to the ex- 
tent of $81,160, leaving $1,200 for bathing 
pavilion, and $640 for boating, or a total 
of $1,840 outstanding at June 30th. 

(12) Vouchers approved during the 
year for payrolls, invoices, and miscel- 
laneous, including those covering contracts 
and orders liquidated, as well as other 
items, were as follows: 


Bathing pavilion.............. 59,160 
21,600 
Pask 41,000 
6,000 $137,210 


Treasury warrants were issued and paid 
in settlement of these items to the amount 
of $135,610. 

(13) Transfer was made to the sinking 
fund for $18,000 of the amount due it 
from the general fund, leaving the remain- 
der as still owing. Securities costing 
$18,000 were purchased for this fund, and 
income thereon was realized to the amount 
of $300. Among the securities purchased 
were $5,000 bonds of the authority, which 
were immediately retired. 

(14) The sum of $5,000 was repaid to 
the working-capital fund on the advance 
made to the general fund. 

(15) Purchases of office and general 
equipment to the amount of $20,000 were 
made from the working-capital fund. This 
equipment is to be written off by charges 
to overhead at the rate of 5 per cent per 
year, beginning with the current year. 
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(16) Overhead expense of the working- The entire profit is taken up as income ever. 
capital fund paid for the year was $2,600. of the year in which the sales are made, be a 
The physical inventory of stores at the and federal income taxes are provided on mani 
end of the year was $12,300. Stores and that basis. They are paid, however, on the It 
overhead surplus were carried to the sur- instalment basis (see note 2), and the un- colle 
plus account of the fund. The sum of paid balance, representing taxes on the year 
$1,000 was repaid to the central govern- unrealized profit in the instalment ac. D 
ment to apply on the advance made to the counts receivable, is carried as a reserve ten | 
authority. for contingencies. follo 

(17) Among the invoices paid during At the end of each year the instalment On sa 
the year from the general fund were items accounts are evaluated so that the reserve : 
totaling $16,540 for park maintenance for doubtful accounts may be adjusted to ‘ 
equipment. correspond with this appraisal. The reserve 

for collection expenses must at that time Value 
No. 4 be adjusted to an amount that equals 14% 

From the following trial balance of the of the instalment accounts receivable after - 
Household Furnishing Corporation and deducting the reserve for doubtful debts. 
accompanying data, prepare the balance- Upon examination of the books the fol- T 
sheet of December 31, 1937, and the profit- lowing additional.information has become a 
and-loss account for the year ended on available: 
that date: Instalment accounts receivable amount- (t) 

TRIAL BALANCE (per books) 
December 31, 1937 
Dr. Cr. 

Reserve for bad debts— January 1, 1937......... $ 27,000.00 

Reserve for collection expenses—January 1, 14,000.00 
Merchandise inventory—December 31, 160 ,000 .00 

Reserve for depreciation—December 31, 6,300.00 Solu 
8,600.00 

Reserve for amortization—December 31, 1937.................0000eeeeuee 3,100.0 
Capital stock—8,000 shares of $100 each....... 800 ,000.00 Jol 


$2,501,118.75 $2,501, 118.75 


The corporation sells household goods ing to $18,500 are considered worthless Inter 
on the instalment plan. Payments are de- and should be written off. The manage- ee 
ferred over periods ranging from 12 to 18 ment further estimates that a reserve of 
months. No carrying charges are made, the $28,500 will be adequate to provide for ad- Amon 
selling price being the full amount payable ditional losses on account of doubtful +) 
by the customer. customers’ balances. The auditor, how- 
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ever, believes that this reserve may not 
be adequate, but he cannot induce the 2,000 
management to provide more. 1,500 
It was also found that the reserve for Together, as above...................... $18, 500 
collection expenses at the beginning of the ; ; - 
year had not been correctly computed. The collections during the year applied 
During the year $5,100 had been writ- to instalment sales as follows: 
$1 ,091 ,600 


$6,400 ‘ 
Value of repossessed goods................ 1,300 profit were: 
Written off, as 180 
The $18,500 of worthless accounts rep- It may be assumed that no excess-profit 
resent sales made in the following years: tax is payable. 
(1) The normal tax computation for the year 1937 is as follows: 
$ 2,000 at the rate of or$ 160 
$40,000 $4,840 


On income in excess of $40,000 at the rate of 15% 
(2) According to section 44 of the income-tax law: 
. a person who regularly sells . . . on the instalment plan may return as income therefrom in any tax- 
able year that proportion of the instalment payments actually received in that year which the gross profit 
realized or to be realized when payment is completed, bears to the total contract price.’ 


Solution to Problem 1 
Income Available for Distribution After Interest Charges and Credits 


Net income before interest charges and credits. $450,000.00 
Interest on advances: 
$465 ,000 .00 
Interest on special bequest to Mary Bullard..................0cccceeeeeeeceeees 3,000.00 


Distribution of Net Income 


Mary Kathlyn Jenny John 
Bullard Bullard Bullard Bullard Total 
Interest charged on advances.......... *$ 9,000.00 * 6,000.00 *$ 15,000.00 
Interest allowed on special bequest... .. 3,000.00 ,000.00 
Distribution of balance.............. $231,000.00 $115,500.00 $57,750.00 57,750.00 462,000.00 


Amounts payable—December 31, 1937.. $234,000.00 $106,500.00 $57,750.00 $51,750.00 $450,000.00 
* Red. 
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Solution to Problem 2 


The following entries should have been made on the books of the Universal Patent Corporation prior to the 
liquidation of the General Development Company: 


January 2, 1938 


Investment in General Development Company.................0eeeeeeeeeeeeees $300 ,000 .00 
To record the purchase of 600 shares of General Development Com- 
pany stock Equity acquired (60% of $125,000.00).............. $ 75,000.00 


June 30, 1938 


Investment in General Development $ 46,000.00 
To record the purchase of 100 shares of General Development Com- 
pany stock Equity acquired (10% of $175,000.00)............ $ 17,500.00 


Investment in General Development $1 
To record dividend received from the General Development 
Company: 
60% of $10,000.00 represents a return of investment........ $ 6,000.00 
10% of $60,000.00 represents a return of investment........ 6,000.00 


Investment in General Development Company..................00cceeeeeeeeeeeeee $ 24,000.00 
To amortize the premium paid on the General Development Com- 
pany stock on a ten-year basis for the 60% interest and on a 9} 
year basis for the 10% i interest. 


December 31, 1938 


Reserve for expense of liquidating General Development Company.................... $ 700.00 
To charge profit and loss with share of the estimated cost of liqui- 
dating the General Development Company. 


The following entry should be made by the Universal Patent Corporation to record the amortized cost of its 
interest in the patent on January 2, 1939: 


Investment in General Development $267 ,300.00 
To record the amortized cost of our interest in the patents: 
Unamortized premium on 700 shares of General Development 
$267 , 300.00 


After the above entries have been made the balance in the investment account will be $42,700.00. This — 
is equal to 70% of the net assets of the General Development Company remaining after the assignment of the 
patent. 
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COMMENTS of ten years from January 1, 1938. Ac- 
the (1) The main point of this problem isto cordingly, the premium paid on the stock 
recognize the necessity of amortizing the acquired on January 2, 1938, is amortized 
premium paid on the stock over the life of on a ten year basis and the premium ap- 
the patents owned by the General De- plicable to the stock acquired on June 30, 


1.00 | velopment Company. It is evident from 1938, is written off on the basis of a re- 
an inspection of the balance sheets that maining life of 94 years. 
the premium paid was regarded as an ad- (3) The credit to the investment ac- 


ditional cost of the interest in the patents, count of $12,000.00 in the entry on De- 
for the only other assets of the General cember 30, 1938, was made because the 
Development Company were cash and dividend included a distribution of surplus 
receivables. earned prior to the dates of acquisition in 
0.00 (2) The patents had, apparently, a life that amount. 


- Solution to Problem 3 
General Operating Fund 


Transac Trial Balance Balance Sheet 
July 1.193940 Tee 90, 1938 Before Closing Closing Entries June 30, 1938 
Debit Credit Debit Credit Debit Credit Assets ian. 
i 
$ 500 (Sc) 
10,000 (2) (8) $ 7, $-21;606 $21,660 
188,500 (9a) es) 210 
10.00. Od) 10,600 
0.00 {12b) 135,610 
(13b) 18,000 
(14a) 
Interfund account payable—working 10,600 (10d) (10c) 11,550 
7,920 (8) (2) 10,000 $ 8,150 $ 8,150 
5,000 (i4a) (8b) 10,120 
Estimated revenues: 
50,000 (3) (9a 48,000 720 (3) 720 
{ (9a) 101,400 1,190 $ 1,190(3) 
i 1 
30,000 3) (9a) 29,200 800 (3) 800 
Miscellaneous............eeee05 10,000 (3) (9a) 9,400 600 (3) 600 
Accounts receivable.............. 1,600 (9b) 1,600 1,600 
Unappropriated surplus........... 180,000 (3a) (3) 190,000 10,000 = Gg 8,850 
00.00 500 (12c) (Sc) 500 
tions: 
(3a) 10,000 10,000 220 (2) 
9,780 (1) 
Bathing pavilion............... (3a) 65,000 65,000 66,300 3 (2) 1,300 
Park maintenance.............. (3a) 54,000 54,000 53,650 i 
00.00 Interest on bonds.............. (3a) 6,000 6,000 5,500 (1) 
Si fund requirements....... (3a) 20,000 20,000 20,000 (1) 
or doubtful accounts receiv- 
ane od (9b) 320 320 320 
fees in advance.. (9a) 500 500 500 
tofits ing fund...... 20,000 (13a) 20,000 (1) nae 
a 
00 bathing pavilion .. 3300 (8b): 66,300 (1) 66,300 
300. 2,640 
21,600 (428) 
itures 
1,100 (8b) 24,990 (1) 24,990 
1,650 (10c 
41,000 (12a 
park maintenance. 5,720 (8b) 53,650 (1) 53,650 
6,930 (10c) 
6 *000 (12a) (12¢) 500 5,500 (1) 5,500 
Reserve for encumbrances 1 1,840 1,840 
la APE 135,610 (12b) (12a) 137,210 1,600 1,600 
tefund payable-sinking 
of the 


$929,160 $929,160 $205,600 $205,600 $183,640 $183,640 $23,260 $23,260 


j 
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Advance from Central Government. 
Interfund account receivable—gen- 
eral operating fund............. 


Interfund account receivable—prop- 
erty fund 


Interfund account receivable—gen- 


eral operating fund 
Sinking fund balance (surplus)... . . 


Improvements in process.......... 
Bonds outstanding................ 


Contracts payable................ 


Interfund account receivable—work- 


ing capital fund 
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Working Capital Fund 
Transactions July 1, 1937 to Balance Sheet 
June 30, 1938 June 30, 1938 
Debit Credit Assets Liabilities ~ 
$ 50,000.00 (1) (2) $ 10,000.00 $ 10,720.00 
34,000.00 (7d) (4) 36,000.00 
7,920.00 (8d) (7b) 8,000.00 
10,600.00 (10b) (8a) 9,200.00 
5,000.00 (14b) (15a) 20,000.00 
2,600.00 
(16d 1,000.00 
1,000.00 (16d) (1) 50,000.00 $ 49,000.00 
10,000.00 (2) (14b) 5,000.00 8,150.00 
10,120.00 (8a) (8d 7,920.00 
11,550.00 
36,000.00 4 14,000. 
800.00 (16b) (10a) 10,500.00 12,300.00 
34,000.00 (7b) (7d) 34,000.00 
1,000.00 (15b) (7b) 2,000.00 
2,600.00 (16a) (8a) 920.00 
370.00 (16c) (10a) 1,050.00 
20,000.00 (15a) (15b) 1,000.00 19,000.00 
(16b) 800.00 \ 1,170.00 
(16c) 370.00 
$234,960.00 $234,960.00 $ 50,170.00 $ 50,170.00 


Sinking Fund for Redemption of Bonds 


Transactions Balance Sheet 
July 1, 1937 to June 30, 1938 June 30, 1938 
Debit Credit Assets Liabilities 
$ 18,000.00 (13d) (13e) $ 18,000.00 $ 300.00 
” 300.00 (13h) 
18,000.00 (13e) (13f) 5,000.00 13,000.00 
20,000.00 (13c) (13d) 18,000.00 2,000.00 
5,000.00 (13f) (13c) 20,000.00 $ 15,300.00 
(13h) 300.00 
$ 61,300.00 $ 61,300.00 $ 15,300.00 $ 15,300.00 
Property Fund 
Transactions from Balance Sheet 
July 1, 1937 to June 30, 1938 June 30, 1938 
Debit Credit Assets Liabilities 
$200,000.00 (5a) (5b) $200,000.00 
200,000.00 (5b) (6d) 156, 000.00 $ 10,000.00 
(7c) 34, 000.00 
165,000.00 (6a) (6b) 156, 000.00 10,000.00 
1,000.00 (6c) 
156,000.00 (6b) 
34,000.00 (7a) 190,000.00 
5,000.00 (13g) (5a) 200,000.00 195,000.00 
(13g 5,000.00 5,000.00 
156,000.00 (6d) (6a) 165,000.00 10,000.00 
(6c) 1,000.00 
34,000.00 (7c) (7a) 34,000.00 
$951 ,000.00 $951,000.00 $210,000.00 $210,000.00 


(2) 
(3) 
(3a) 
| (5c) 
| (8b) 
(8c) 
(9b) 
(9c) 
(10d) 
(11) 
Office and general equipment...... (12a) 
(12b) 
(12c) 
(13a) 
(14a) 
(1) 
Cash... (2) 
(4) 
(7b) 
(8a) 
(8d) 
(00) 
Unissued bonds. . . 0 
U 3) T 
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Key TO ENTRIES 
General Operating Fund 
(2) To record the advance from the working capital 
fund 


(10b) Partial reimbursement received from the general 


operating fund. 

(14b) Partial reimbursement received from the general 
operating fund for advances. 

(15a) Purchase of office and general equipment. 

(15b) To write off equipment at 5% per annum. 

(16a) Overhead expenses paid. 

(16b) Adjustment of book inventory to physical in- 


ventory. 
(16c) To close overhead account into surplus. 
(16d) To record payment made to central government. 
Sinking Fund 
(13c) | me eee amount due from general operating 


"* (3) To set up estimated revenues. 

(3a) To record appropriations. e 

(5c) To record the receipt of accrued interest on the 
bonds sold. 

(8b) To record expenditures by the working capital 
fund including the amount charged for over- 
head. 

(8c) To record partial reimbursement to working 

0 capital fund. 

(9a) To record revenues collected during the year. 

(9) To set up the amount for licenses billed but not 
collected and to provide for the estimated un- 
collectible amount. 

(9c) To record refund of fees collected. 

(10c) To record supplies received from working capital 


und. 

(13d) Payment received from general operating fund. 
(13e) Purchase of securities. 

(13f) Cancellation of bonds purchased. 

(13h) Income from investments. 


fund. Property Fund 
(10d) To record partial reimbursement to working 


capital fund. 
(11) To record encumbrances. 
(12a) To record vouchers approved for payment. 


(5a) To record authorization of bond issue. 
(5b) To record sale of bonds. 
(6a) Contracts awarded for improvements. 


).00 mn) To recor d you “~ ers pa d. (6b) ponte: oo to improvements account the amount 
(12c) To close the accrued interest account. (6c) T : 
aati To ch th ‘ati d t ‘o set up extras added to contracts. _ 
00 (13a) set (6d) to contractors for completed improve- 
ae (13b) = — the partial payment to the sinking (7a) Construction work supplied through working 
und. 
tal fund. 
(14a) To record the partial reimbursement of the ad- oe : . 
vance from the working capital fund. ( 
Working Capital Fund COMMENTS 
(1) To record the advance made by the central 
- government. (1) The expenditures for the bathing 
(2) Cash advance to the general operating fund. pavilion exceed the appropriation for that 
(4) Purchase of stores. ‘ 
(7b) To-secend cosh expended, stores issued and over. purpose by $1,300.00. An expenditure can- 
charged on account of property fund. j ia- 
0.00 (7d) — received from the property a legally be made without an = 
und. ion. 
an (8a) To record expenditures and overhead on account (2) The expenditure for maintenance 
0.00 of general operating fund. 
(8d) Partial received from the general eQuipment was not capitalized. Provision 
operating fund. 1c] i ia- 
(102) To record stores issued and overhead charged to for this item bee made in the appropria 
general operating fund. tion for park maintenance. 
ca Key to Adjustments 
ities (1) To close dividends paid to surplus. 
(2) To write off uncollectible accounts. 
(3) To write off loss on repossessions aaptent the reserve for bad debts. 
(4) To increase the reserve for bad debts to $28,500.00. 
(5) To adjust the reserve for collection expenses: 
Basis for reserve—1/1/37: 
00.00 
$2,176,000 .00 
Less reserve for bad 27 ,000.00 


j 
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Basis for reserve—12/31/37: 


Adjusted balance of accounts receivable... $1,059 , 500.00 
Collection reserve per $ 14,000.00 
Additional collection expense applicable to 1936. 2,203.75 
Correct reserve as of 1/1/37 (14% of $1,080,250.00).................... $ 16,203.75 
Collection reserve—12/31/37 (14% of $1,031,000.00)................... $ 15,465.00 
Correction to collection expense charged in 1937...................005- $ 738.75 


(6) To transfer Federal income tax payable to a proper account. 
(7) Federal tax expense—1937 
Profit per books (before deducting taxes). $ 130,916.25 
Tax on first $40,000.00 per schedule 40,000.00 $ 4,840.00 


(8) Federal income tax payable in 1938 for the year, 1937: 
Gross income: 
From cash sales 


$ 18,587.50 


Less expenses 


Selling and general expenses 

(per books—less $5,100 bad debt loss)... $ 362,350.00 
Loss on repossessions (unrecovered cost): 

1936 sales—( 428.00 


$ 3,311.60 
Less value on repossessed goods. 1,300.00 2,011.60 


Loss on uncollectible accounts written off during period (unrecovered cost) 


Net taxable income for 1937 $156,513.40 


Tax payable 


$ 4,840.00 
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Household Furnishing Corporation 
Balance Sheet 
December 31, 1937 (1) ° 
Assets 
Current assets sents t 
Instalment accounts $1,059 , 500.00 surplus 
Less: Reserve for bad debts.............. $28 , 500.00 This re 
Reserve for collection expense....... ,465 .00 43,965.00 1,015,535.00 iabilit 
Prepaid expenses based 
Fixed assets have 
lection 
$ 20,700.00 $5,100 
Improvements to $ 8,600.00 
Less reserve for amortization.....................005: 3,100.00 5,500.00 26, 200.00 ing an 
Liabilities 
Current liabilities 
Reserve for income tax—payable 1938... . 22,317.01 
Reserve for smcome taxes Payable after 71,160.43 
Capital stock and surplus 
Capital stock 
8,000 shares, $100.00 per share eee $ 800,000.00 
Household Furnishing Company 
Statement of Profit and Loss 
January 1 to December 31, 1937 
Installment Cash 
Sales Sales Total 
Less cost of goods sold.............0..00sceeeeseeees 567 , 506.25 37,662.50 605, 168.75 
Less collection expenses applicable to 1936 and not charged in that year.................+4-- 2,203.75 
Net profit for the year, ended December 31, 1937.2... $ 112,438.81 
Nore. The auditor’s certificate must clearly state that in his opinion the reserve for bad debts is inadequate. 


45 


Isis 


Professional Examinations 175 


COMMENTS 


(1) ‘he reserve for contingencies repre- 
sents the estimated income-tax liability on 
profits that have been carried to earned 
surplus but on which no tax has been paid. 
This reserve is only an estimate of the tax 
liability since the credits to the reserve are 
based on the rates current in the year of 
sale, while the charges to the reserve are 
based on rates current in the years in 
which the accounts are collected. 

(2) Actual collection expenses must 
have been charged to selling and general 
expense account since the reserve for col- 
lection expense given in the trial balance 
is dated January 1, 1937. 

(3) The loss on repossessed goods, 
$5,100.00, must have been charged to sell- 
ing and general expense because the re- 
serve for bad debts is dated January 1, 
1937. 


GENERAL COMMENTS 


The problems presented in the above 
section are a considerable improvement 
over recent examinations. Problems 2 and 
4 present some interesting points which 
should bring out the examinee’s grasp of 
the subject. Problem 3 is by all odds the 
best problem on governmental accounting 
that has appeared in recent Institute ex- 
aminations. Problem 1 is extremely simple 
and does not seem to have much place in 
the examination. 

Those interested in solving these prob- 
lems may find the following suggested 


time schedule helpful: 
Problem 1 20 minutes 
Problem 2 45 minutes 
Problem 3 150 minutes 
Problem 4 75 minutes 
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THE ACCOUNTING EXCHANGE 


THE PLACE OF GOVERNMENTAL 
ACCOUNTING IN THE SYLLABUS 


The position of the 1937 Committee on 
Education of the American Accounting 
Association appears to have been so 
widely misunderstood that a brief state- 
ment of clarification seems proper. Par- 
ticularly, the failure of the committee to 
include governmental accounting in the 
syllabus, except under the Maximum Pro- 
gram, has been rather sharply criticized.’ 
The 1937 Committee did not intend to 
suggest that a “program omitting govern- 
mental accounting would be the wisest,” 
and the implied suggestion which has been 
thus stated appears to have missed a very 
significant and important introductory 
statement which is quoted here for em- 
phasis. 

“In addition to the work outlined in the 
committee’s report, and even more impor- 
tant, there is a need for some work done 
strictly on the graduate level in the pro- 
fessional field.’ 

An elaboration of such additional grad- 
uate work was not attempted at that time 
and no further statement has been made 
since. It was the opinion of the committee, 
however, that the place of governmental 
accounting lies somewhere in the senior 
elective area or in the graduate years. 
Whether included as a senior elective or 
as a prescribed graduate course would 
seem to be a matter of little significance if 
it is agreed that training for the profession 
cannot be adequately provided in the 
ordinary four-year program. For this 
reason, a course in specialized accounting 
was shown in the maximum program only. 
That was the only program affording 

1 Robert P. Hackett, ‘(Governmental Accounting 
in the Education of the Public Accountant,” THE 
ACCOUNTING REVIEW, December 1938, p. 390-392. 

2“A suggested Program of Education for the Ac- 


countant,” THE ACCOUNTING REVIEW, June 1938, p. 
194, 


sufficient credits for accounting subjects 
to permit a highly specialized course of 
any kind. Even in this program it is pos- 
sible that the student might prefer his 
first study of specialized accounting to be 
in some field other than government, e.g., 
stock brokerage, public utility, non-profit 
institutions, etc. In such event, that stu- 
dent certainly must have governmental 
accounting included later as a part of his 
graduate study. 

Although the syllabus presented in Tur 
ACCOUNTING REVIEW, June, 1938, was 
submitted only for those students intend- 
ing to engage in public accounting, certain 
criticism appears to have come from other 
readers who took up the cudgel in behalf 
of the great masses of students preparing 
for general business, or more broadly for 
citizenship, or more technically for public 
service in government. For these students 
it is now suggested that a purely under- 
graduate course or that courses in govern- 
mental accounting be offered as a “service 
teaching” by the accounting departments. 
Such undergraduate courses might well 
follow the intermediate accounting (for 
description see ACCOUNTING REVIEW, 
June, 1938, pp. 197-198) and to some ex- 
tent lead up to the graduate courses pre- 
scribed for professional accountants if 
such should be desired. 

The need for governmental accounting 
would therefore be recognized as twofold: 
namely, (1) undergraduate study for stu- 
dents other than those preparing for the 
profession of accountancy, and (2) gradu- 
ate courses for students with a thorough 
knowledge of basic accounting principles 
and who are ready for intensive graduate 
study in this as well as other specialized 
fields. 

A development of governmental at 
counting courses, particularly on the 
graduate level, seems to be a well recog 
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nized need. This is, however, only one of 
many important needs in accountancy 
education. A significant forward step in 
the profession will be made with the more 
or less general acceptance, within reason- 
able limits, of an educational program for 
the years of undergraduate study. The 
syllabus proposed was an attempt to meet 
on a broad basis the many conflicting 
views of educators and practitioners. The 
flexibility of the minimum, recommended, 
and maximum programs, all offered as a 
preparation for graduate study in account- 
ing, seems to offer a common ground for a 
meeting of the academic and the practical 
professional minds. 

It is hoped that a further development 
will come through a study of offerings of 
universities and colleges whose graduates 
are presumed to have been prepared for 
the profession of accountancy. A grading, 
and classifying of curricula of various 
educational institutions should be under- 
taken, and the committee doing such work 
should be widely representative. It would, 
however, be futile to attempt such a task 
until the syllabus has been subjected to 
the most severe criticism. For this reason, 
the 1937 committee looks forward hope- 
fully for other criticisms, suggestions, or 
recommendations. 

HERMAN C. MILLER 


SUGGESTIONS FOR THE FINAL 
C.P.A. REVIEW 


The fact that the candidate reviewed 
his text and perhaps had taken a coach or 
“cram” course is no indication that he 
had done all that is necessary for the final 
review that comes immediately preceding 
the examination. 

Most failures are the result of any one 
or more of the following reasons: 

(1) Inadequate review. 

(2) Mental fatigue as a result of overstudy. 


(3) Nervous, doubtful or depressed during the 
examination. 


(4) No conception of time—In his anxiety to 
tell all he knows, a candidate not only 
literally talks himself out of a reasonable 
answer but finds that he has no time to 
answer the remaining questions. 


The final review calls for definite plan- 
ning as to the time and place of study as 
well as the material to be reviewed. One 
month of intense study should be ade- 
quate for the candidate who had read his 
material not more than a year prior to the 
final review. 

Immediately preceding the examination 
the candidate should read a Question and 
Answer Book that covers the subject not 
in detail like a textbook, but rather in a 
concise manner to enable him to recall the 
“thigh lights” of the voluminous standard 
text. The questions selected should be 
those that recur in C.P.A. examinations. 

Such a book should teach the candidate 
to answer questions comprehensively yet 
concisely and precisely to the point. 

Candidates make the mistake of giving 
lengthy answers, commencing with infor- 
mation that is neither desired nor required 
and closing with a few remarks that have 
some bearing on the question. The exam- 
iner may overlook a reasonable answer if 
he is compelled to read lengthy discussions 
when a few words can explain the principle 
involved. 

Success or failure will often depend 
upon the mental attitude of the candidate 
in the examination room. If he is nervous, 
doubtful, worried, depressed or feels that 
he will fail, he should rid himself of the 
obsession and relax mentally and physi- 
cally. 

Before attempting to answer the ques- 
tions the candidate should read the in- 
structions, follow them implicitly and note 
carefully the optional and required ques- 
tions to be answered. It is advisable to 
select the easiest questions first in order 
to engender confidence and trust in him- 
self. 
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The answers should be supported with 
short, apt and appropriate reasons. The 
candidate should cultivate a clear lucid 
style and state his answers in short sen- 
tences clearly, concisely and precisely to 
the point. 

He should avoid irrelevancy, sweeping 
assertions, vague generalities or straying 
from the question, and important also is 
to write legibly, for no matter how thor- 
oughly he is able to answer the questions 
with ability, intelligence and accuracy, it 
will be of no value unless the answers can 
be read by the examiner. If it is necessary 
for the examiner to read irrelevant state- 
ments, there is a possibility of his over- 
looking the correct answers. 

The candidate should be careful in the 
use of words, write his answers in a serious 
and dignified style and avoid the use of 
highly informal and often crude slang. His 
answer should be definite, separate, dis- 
tinct and complete in itself. If a question 
involves a point already discussed in a 
previous question or in a subdivision of 
the question he is answering, he should 
not direct the examiner to “See answer to 
question so and so,” but write his answer 
as fully as if the point had not appeared 
at all in a previous question. 

If the question calls for a certain num- 
ber of examples he should give that many, 
no more—no less. 

When answering a question in law, there 
is no need for writing a page or more of 
rambling opinion, when all that is re- 
quired is a knowledge of the legal prin- 
ciple. Moreover, he should not waste time 
arguing whether or not the facts as stated 
in the question could be proved, or that 
the situation could not arise in practice, 
and he should not state what the facts 
should be. Instead he should assume that 
the facts are practicable and that they 
are provable. 

The answers should express clarity of 
thought, choice diction, lucidity and pre- 
cision in expression, judicious reasoning, 


authority, reasons and illustrations where 
appropriate; these should be brief, apt 
and relevant. 

After the candidate has completed al] 
the answers he should read them over 
carefully and correct mistakes in gram- 
mar, spelling, punctuation, facts, opinions 
and ambiguous expressions. 

Louis MARDER 


ACCOUNTING LABORATORIES IN COLLE- 
GIATE SCHOOLS OF BUSINESS 


There is frequent and often justified 
complaint from businessmen that gradu- 
ates of professional business departments 
in some of our universities and colleges do 
not possess the ability to keep a simple 
set of books. After spending from two to 
five years in one of these business depart- 
ments, a graduate may experience a seri- 
ous setback in confidence if he fails on his 
first job. Likewise, an employer might 
look with disfavor on all graduates of 
some particular school because of his un- 
favorable experience with one or two of 
them. 

No matter where a man finds himself 
located in the business field, a knowledge 
of accounting theory will be valuable. 
However, it requires more than mere 
“book learning” to understand account- 
ing. In this work one must learn to do by 
doing. Such is the purpose behind the 
accounting-laboratory method as used in 
most of our professional schools of busi- 
ness today. 

A study was made by the writer in 1938 
of these laboratories. The study consisted 
of a number of laboratory visitations, and 
a basic data-sheet survey. Of the 120 
schools contacted, replies were received 
from 105, making a total return of 88%. 
The 48 members of the American Associa- 
tion of Collegiate Schools of Business re- 
sponded with a 90% return. Since it was 
a two-page basic-data sheet, the response 
indicates that interest runs high on this 
subject. 
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An accounting laboratory, as used in 
this discussion, is a workroom properly 
supervised and equipped for the purpose 
of providing a place in which students 
may solve their accounting problems and 
practice sets, and obtain help if necessary. 
The following table shows how the schools 
stand with regard to the use of the ac- 
counting-laboratory method, and at the 
same time discloses the three major break- 
downs in the classification of the informa- 
tion received. 

TABLE I 


SEGREGATION OF REPLIES INTO DIVISIONS 
Replies % 


Group 
. Those schools which never tried an 
accounting laboratory............ 17 16 
Schools which previously operated 
with the laboratory method but 


which have now discontinued it... . 13 12 
3. Schools with laboratories now oper- 
105 100% 


Group 1: No laboratory method tried: 


Institutions in this division have defi- 
nite reasons for not operating an account- 
ing laboratory. When accounting work is 
offered in a department of economics or 
business administration, the professional 
viewpoint is not always taken and the 
subject tends to be regarded only as an 
aid to management. To these schools an 
accounting laboratory appears to be a 
waste of time and a needless expense since 
it is not the purpose to turn out com- 
petent ‘“‘bookkeepers.”’ One wonders if 
perhaps the complaint of business pre- 
viously mentioned is not the result of 
hiring students of management for book- 
keepers. The reasons presented by this 
division are as follows: 


TABLE IT 
Number of 
Reason presented schools 

Accounting regarded as tool of management 5 
Lack of funds for equipment and personnel 4 
Independent work preferable............. 3 
Schedule 2 

17 
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Group 2: Laboratory methods abandoned: 


The thirteen institutions in this division 
have had experience with and without a 
laboratory. When they did use the ac- 
counting laboratory, indications are that 
they all used the same general setup— 
a separate room equipped with tables and 
adding machines, and supervised for office 
atmosphere. Students were urged to solve 
their problems and practice sets in this 
workroom. In most cases the system had 
been one of voluntary attendance for the 
students, and no separate credit was given 
for the laboratory work. The weight given 
to this work in the final course grade 
varied from nothing to 33%. 

The following table gives the main 
reasons for doing away with the laboratory 
method. 


TasL_e III 
Number of 
Reason presented schools 

1 
1 

17 


Group 3: Laboratories in operation: 


The group having laboratories now in 
operation is by far the largest. The 
answers from this group proved interesting 
because in almost every case the basic- 
data sheets were not only completely filled 
in, but many personal and valuable com- 
ments were added. Several different lab- 
oratory methods are in use, but they all 
appear to follow the same general prin- 
ciples. 


Time and size of laboratory section: 


The majority of schools favor a two- 
hour laboratory period one day per week. 
Another commonly described is a three- 
hour period anywhere from one to five 
days a week, the usual time being in the 
afternoon. In this connection, some men- 
tioned that it was necessary to have a 
three-hour period in order to accomplish 
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anything. The afternoon is considered to 
be the better time to have a formal labora- 
tory room open, and the hours from 2 to 
5 P.M. were mentioned with greatest fre- 
quency. Next in order of preference was 
the time from 1 to 4 P.M. 

The consensus seems to be that a class 
of from 25 to 35 students is the average 
and most economical size for a laboratory 
section. Only one supervisor is necessary, 
and every increase of 30 or a major frac- 
tion thereof requires an assistant. 

Most schools keep a record of time 
spent in this type of work by individual 
students. The record helps to maintain 
control of problem work and makes it 
easier to appraise students for grading 
purposes, particularly when they become 
delinquent during the term. Sometimes a 
test is made from this record to determine 
how much time students average on some 
specific problem work. 


Equipment: 


Equipment is an important element of 
an efficient accounting laboratory. The 
present study shows that tables are most 
satisfactory for problem and practice-set 
work. Anything else is almost too small 
for practical use, although flat-top desks 
are fairly common. Machines also have 
their place, although beginning accounting 
students should not use machines but 
should be encouraged to brush up on the 
fundamentals of arithmetic. Advanced 
students, having more difficult work to do, 
are expected to be familiar with adding, 
posting, and calculating machines. Grad- 
uates are sometimes placed in embarrass- 
ing positions if they have no knowledge of 
common business machines and their uses; 
it appears essential that the advanced 
students have the opportunity to see and 
operate the ordinary machines before they 
begin looking for their first job. Eight 
schools have separate laboratory courses 
for bookkeeping-machine work. 


A properly equipped laboratory should 
contain enough steel files or lockers for the 
purpose of filing completed problems and 
working materials. In a compulsory sys- 
tem no work is accepted if done away 
from the workroom, and both finished and 
unfinished problem material is filed under 
each student’s name. 

It should go without saying that proper 
light and heat are absolutely essential. 


Subjects and subject arrangement: 


The subjects reported as being worked 
upon in the laboratory are presented in 
the following table and are classified on 
the basis of voluntary or compulsory 
attendance. 


TABLE IV 
COMPULSORY AND VOLUNTARY ATTENDANCE REQUIRE- 
MENTS OF ACCOUNTING LABORATORIES, 
CLASSIFIED BY SUBJECTS 
Schools Com- Volun- Total 
Report- pulsory tary 


ing 0 % 
Introductory Account- 
41 81% 19% 100% 


Subjects 


Cost Accounting... .. 35 57 43 100 
31 58 42 100 
Accounting Systems.. 12 33 67 100 
Income-Tax Problems. 2 100 — 10 


222 70% 30% 100% 


The preceding table offers strong sta- 
tistical corroboration for the belief that 
the compulsory attendance method is 
most satisfactory, particularly in the be- 
ginning subjects, where techniques are 
encountered for the first time and habits 
are formed. The results indicate that it is 
preferable to have different subjects in the 
laboratory at separate periods. For this 
arrangement it is almost necessary to 
schedule the various sessions at registra- 
tion time to reduce to a minimum subject 
conflict during the school term. 

There are three general types of work 
offered in the accounting laboratory: short 
problems, long problems, and practice 
sets. Short problems usually develop some 
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single principle; long problems may em- 
body several principles; and practice sets 
are complete sets of books in which the 
student records many ordinary and some 
extraordinary transactions, makes all ad- 
justing and closing entries, prepares re- 
ports, schedules and financial statements, 
and thus applies most of the theory with 
which he has at the time become familiar. 

There is a variation depending upon the 
subject under consideration, but the most 
common procedure uses a combination of 
short problems and one practice set during 
the school term. As for grading, the most 
common practice is to grade carefully the 
laboratory problems but only to review 
the practice sets briefly. In a formal work- 
room the grading and recording of grades 
is done by the laboratory assistants. 
A number of institutions require problem 
work but give no weight or separate grade 
to it. Others grade all papers and weight 
the work as from 10% to 50% of the final 
subject grade. The average weight given 
is 25% to 35%, where grading is done. 

Returns indicate that those students 
who spend the most time in an accounting 
laboratory receive the best grades in the 
respective accounting subject. 


Supervision : 


Every laboratory in this division has 
some form of supervision. Usually the 
supervision functions to assist the stu- 
dents with their difficulties, to prevent 
copying, and to provide an office atmos- 
phere. The great majority of schools have 
members of the faculty supervise this 
work. Compensation is then based on two 
hours of laboratory work being equal to 
one lecture hour. Twenty schools have 
graduate students as supervisors. Their 
pay varies from $225 to $1,500 for the 
school year with tuition and fees coming 
from this cash compensation, although 
some institutions pay on a tuition plus 
basis for fellowships and assistantships, 


such as these. The supervisor must be a 
capable person who understands his busi- 
ness, lest the laboratory system fall short 
of accomplishing its purpose, which is to 
afford the students an opportunity for 
practical application of their accounting 
theory before they graduate. 


Comments: 


The comments added to the basic-data 
sheets by various deans and professors 
were of the same general nature and are 
organized into six general classifications as 
here presented. 


TABLE V 


REASONS STATED BY SCHOOLS FOR BEING SATISFIED 
WITH THE ACCOUNTING LABORATORY SYSTEM 


Number of 
Times 
Mentioned 

Good place to explain techniques and details 19 
Provides for continuity of theory and prac- 

Permits personal attention and evaluation. 10 
Provides for control of problem work... .. 10 
Provides necessary atmosphere for practice 

Points out instructors’ own weaknesses... . 


Reasons 


All except seven of the schools having 
laboratories now in operation are satisfied. 
Two of these seven express some dissatis- 
faction because they are operating under 
the voluntary attendance method, two 
claim unsatisfactory supervision, and 
three have crowded facilities. 


CONCLUSIONS 


1. There is a recognized need for a prac- 
tical application of theory before an 
accounting student leaves school. 


Former students who have graduated 
and are now out in the business field have 
felt the need for more practical training 
and have given the following quotations: 

“TI was handicapped for a short time 
because I had not seen or kept an actual 
set of books’; 


1 “Business and the Young Accountant,” Michigan 
Business Studies, Vol. 1, No. 3, May 1929. 
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“Practicing accountants tell me that 
their chief criticism of the college graduate 
in accounting work is unfamiliarity with 
office routines and atmosphere”’; 

“Briefly, I believe that the usual courses 
offered in Accounting are incomplete in 
that, while they impart good theoretical 
knowledge, the theory is not sufficiently 
supplemented with practical courses’; 

“T found that I had a very good founda- 
tion in theory, but the actual bookkeeping 
I had to acquire later. My difficulties were 
with book inventories, analyzing gain and 
loss, and balance sheets’’; 

“Tn auditing, the greatest difficulty was 
in the use and appreciation of working 
papers. They are seldom appreciated for 
their possibilities, and few beginners know 
what they are and why they are’; 

“The actual practice and conduct of an 
audit was totally foreign to me, and I 
would suggest that a laboratory course 
would be most beneficial to the student’’; 

“Practice work is not stressed enough 
and the beginner has no idea how his 
theory is actually applied in business.” 

Another indication that more practical 
training is necessary is the large number 
of college candidates for the Certified 
Public Accountant certificate who fail in 
the Accounting Theory and Practice sec- 
tion of the examinations. 


2. An accounting laboratory is a satis- 
factory means of providing some prac- 
tical application of principles while a 
student is in school. 


This deduction is based on the fact that 
72% of the 105 colleges and universities 
reporting are now operating laboratories, 
and with but few exceptions they are all 
satisfied with the results obtained. 


3. The accounting laboratory should be on 
a compulsory attendance basis for be- 
ginning accounting students, and the 
same basis is recommended foradvanced 
subjects although to a lesser extent. 
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The results as presented in Table [Vy 
clearly indicate that the greatest satis. 
faction is expressed by those schools 
using the compulsory attendance method, 
Where voluntary, there is a tendency to 
doubt the value. 


4. For maximum benefit, the accounting 
laboratory must be properly equipped 
and capably supervised. 


Whenever possible, the regular in- 
structors should also supervise their stu- 
dents at their laboratory work. 


5. The accounting laboratory should be 
scheduled when possible. 


6. The instructors of beginning account- 
ing in any school should coéperate with 
each other in presentation of the sub- 
ject matter. 

KENNETH W. HvurForD 


COOPERATIVE RESEARCH IN Cost- 
PRICE RELATIONSHIPS 


A new standing committee on Cost- 
price Relationships has been organized by 
the Conference on Price Research. The 
Conference is a codperative research body 
composed of representatives of the follow- 
ing universities, research agencies, and 
professional associations: Universities of 
Chicago, Pennsylvania, Minnesota, Har- 
vard, Cornell and Columbia; Food Re- 
search Institute of Stanford University, 
U. S. Bureau of Labor Statistics, U. S. 
Bureau of Agricultural Economics, Na- 
tional Bureau of Economic Research, 
Brookings Institution, American Institute 
of Accountants, National Association of 
Cost Accountants. 

Professor Edward Mason, of Harvard 
University is chairman of the Committee. 
Other members are: Mr. C. M. Armstrong; 
Dr. R. W. Burgess, Western Electric Com- 
pany; Professor J. M. Clark, Columbia 
University; Mr. C. Oliver Wellington, 
McKinsey, Wellington & Co.; Dr. R. H. 
Whitman, R. H. Macy & Co., Inc.; Dr. 
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Theodore O. Yntema, University of Chi- 
cago; Dr. Joel Dean, National Bureau of 
Economic Research, Executive Secretary. 

The principal objectives of this com- 
mittee are: (1) formulation of research 
problems in the field; (2) clarification of 
concepts and terminology; (3) improve- 
ment of data; (4) improvement of methods 
of research; (5) initiation and stimulation 
of research. 

In forwarding research in the field of 
cost-price relationships it is necessary first 
to determine what studies are most im- 
portant from the standpoint of their 
practical usefulness to business and their 
significance to the science of economics. 
Naturally, these initial discoveries must 
be modified and an effort made to deter- 
mine which projects are practicable in 
view of the data that exist and are or can 
be made available for research. Thus, it 
was felt that a committee composed of 
economists, accountants, engineers and 
executives could most usefully apply itself 
in making an appraisal of research prob- 
lems and in formulating a unified program 
of important and practical price-cost re- 
search projects. In preparing this report 
the committee is examining critically a 
comprehensive list of problems in an effort 
to determine the significance of each for 
economic analysis or for business adminis- 
tration and to determine their feasibility, 
forimmediate investigation. For each proj- 


yect selected the committee is attempting 


to survey relevant literature in order to 
ascertain what has been done, explore pro- 
visionally the data available, frame the 
project in suitable terms, suggest ap- 
proaches, and sketch some of the ramifi- 
cations and complexities of the problem. 

The committee hopes also to be of as- 
sistance in the clarification of concepts and 
the standardization of terminology so ur- 
gently needed if integration of economic 
theory, accounting procedure, and adminis- 
trative practice is to be achieved. Lack 
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of agreement on the meaning of terms lies 
at the root of much confusion in the dis- 
cussion of cost-price relationships and im- 
pedes cooperation among accountants, 
economists, and business executives. 

As hypotheses in studying cost-price re- 
lationships the recently developed neo- 
classical theoretical analysis of imperfect 
competition has been used as a means of 
organizing research problems, and bring- 
ing into sharp contrast the viewpoint of 
the theorist and the business man. The 
group is fully aware of inadequacies of this 
theoretical framework ; inadequacies which 
in part constitute the raison d’étre of the 
committee. The theoretical analysis, in 
an effort to encompass the real world di- 
versity of products, markets, and pricing 
practices, has become extremely complex. 
Yet many of theconcepts need further elab- 
oration and refinement to attain maximum 
usefulness as a basis for practical research. 

Cost concepts are too restricted for 
many practical purposes. Marginal cost, 
for example, must for some purposes be 
expanded to a concept of opportunity costs 
of several alternatives, such as shutting 
down, selling other products, etc. Under 
conditions of multiple production, more- 
over, necessarily arbitrary allocations of 
some cost items make it difficult to deter- 
mine costs of individual products. Fur- 
thermore, theoretical concepts usually do 
not adequately comprehend numerous 
kinds of cost indicated in such alternative 
bases of cost classification as variable costs 
vs. fixed costs, out-of-pocket costs vs. sunk 
costs, marginal costs vs. residual costs, di- 
rect costs vs. indirect costs, prime costs vs. 
supplementary costs, and aggregate costs 
vs. per-unit average costs. As a conse- 
quence of this conceptual simplification 
the cost concepts of economic theory, are 
frequently not closely approximated in 
business records; hence, different meanings 
are attached to cost by business men, ac- 
countants and economists. 
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The theoretical demand concept is also 
highly simplified. Marginal revenue is dif- 
ficult to estimate because of the unknown 
elasticity of demand for the individual 
concern’s products, the unknown retalia- 
tion of competitors, and the unknown 
time period into which a price or output 
decision may extend. Furthermore, when 
a firm produces several products, the inter- 
relations of demand among products are 
difficult to determine. 

A realistic concept of price must be 
complex because pricing practices differ 
from firm to firm and industry to industry, 
and because price has many aspects such 
as level, flexibility over time, quality dif- 
ferentials, brand-acceptance differentials, 
style differentials, geographical differ- 
entials, distribution-function differentials, 
purchase-quantity differentials, contrac- 
tual differentials, audit, delivery, and serv- 
ice differentials. Each of these aspects 
must be studied in relation to the costs 
that are associated with it. 

The concept of relationship between 
cost and price is also over-simplified in 
theory. Accurate reflection of observed 
phenomena involves consideration of the 
kinds of cost and the dimensions of prices 
to be related, the area (market, product, 
industry) in which relationships should 
be studied as well as the mechanism, 
strength, directness and chronological lag 
of the relationship. 

Some of the most serious gaps in our 
knowledge of economic processes result 
from deficiencies in data concerning costs, 
prices and pricing under conditions actu- 
ally prevailing in industry. Hence, success- 
ful study of cost-price relationships will 
depend in large measure upon obtaining 
the active cooperation of accountants, en- 
gineers and executives in determining the 
extent, adequacy and use of business rec- 
ords for pricing purposes. The committee 
is hoping to collaborate with accounting 
and trade associations in ascertaining the 


amount and character of cost information 
»rovided by the records of individual firms 
in specific industries and in appraising the 
adequacy of the information provided by 
cost accounts for the study of cost-price 
relationships. In working toward improve- 
ment of data this group also plans to sur- 
vey published cost material, and use its 
influence to make the cost data of private 
enterprise available to investigators. The 
committee, therefore, hopes to examine 
the data with a view not only to framing 
cost-price research projects that are 
adapted to the available information but 
also to improving and standardizing ac- 
counting data in order to make it more 
suitable for answering the questions econo- 
mists and executives ask. 

In attempting to improve methodology, 
the committee has begun an inventory of 
published research and has commissioned 
its executive secretary to prepare a mono- 
graph on methods of analyzing the be- 
havior of the short-run costs of individual 
firms. In addition, plans are being made 
to facilitate exchange of information 
among workers in this field and to arrange 
for face-to-face discussion of one another's 
methods. 

The commitee hopes to stimulate and 
coordinate research in cost-price relation- 
ships as well as to initiate and supervise 
certain projects of its own. With this in 
view, it is hoped that persons interested 
and active in cost-price research will help 
this group keep in touch with research 
currently in progress. 

DEAN 


THE MANUAL OF WATER WORKS 
ACCOUNTING 


Mr. F. L. Turner’s criticism! of the 
Manual of Water Works Accounting pte 
pared jointly by the Municipal Finance 
Officer’s Association and the American 


1 See ACCOUNTING REVIEW, March, 1939, p. 89. 
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Water Works Association indicates that he 
jsnone too familiar with conditions in this 
field of accounting. The critical comments 
he made can be briefly summarized as 
follows: (1) the manual recommends too 
many statements for a public financial re- 
port, (2) the manual contains too many 
journal entries, and (3) the customer-ac- 
counting procedure recommended will re- 
quire too much work. 

1. Mr. Turner gives several reasons why 
the manual should have recommended a 
smaller number of statements for a public 
report. The first reason is that to include 
more than two statements (a balance sheet 
and an income statement) is to depart 
from the present trend in report presenta- 
tion. It seems to us that in preparing a re- 
port one must consider the particular ex- 
isting conditions rather than the fashions 
of the day. That is, one must determine in 
each case what are the facts he wishes to 
present, and the number and kind of state- 
ments that will be required to present 
these facts. Again, one must keep in mind 
the groups of people for whom the report 
is intended. In one word, there is no im- 
mutable law as to the contents of a public 
report and there is certainly no generally 
accepted rule that public reports must be 
limited to two statements. 

That in recommending the statements 
included in the manual we took account of 
the particular conditions existing in the 
water works field, will be apparent, we 
believe, from the discussion which follows. 
Space does not permit an analysis of each 
statement recommended and the reason 
why it was recommended. All we can do, 
therefore, is to review briefly the types of 
statements included. These consist of (1) 
two principal financial statements with 
supporting schedules, (2) a budgetary 
statement, and (3) statistical statements. 
The principal financial statement consists 
of a balance sheet and an income state- 
ment with supporting schedules. Because 


of the necessity of illustrating all possible 
conditions, more subsidiary schedules are 
illustrated than would ordinarily be neces- 
sary. The text preceding the statements 
indicates clearly, however, that the num- 
ber of schedules recommended is the maxi- 
mum number and that in actual practice 
a smaller number would be required. The 
compiler has a choice of showing all infor- 
mation in one statement or of breaking 
up the information between principal 
statements and subsidiary schedules. 

Budgetary statements are an essential 
part of any municipal report. That munici- 
pal officers have a duty to inform the pub- 
lic that they have complied with the 
provisions of the budget is now unques- 
tioned. Finally statistical statements—and 
particularly the statistical statements here 
illustrated—are in some respects as im- 
portant if not more important for the 
public than balance sheets or income state- 
ments for several reasons: They are easy 
to understand; they present a mass of 
valuable information in concise form; they 
present some evidence of the efficiency 
with which officials are carrying on opera- 
tions; and they show trends. 

Although we emphasized above the im- 
portance of examining the particular con- 
ditions rather than the general practice in 
preparing reports, we were fortunate in 
this case to have been able to comply with 
actual practice in the water works ac- 
counting field. In the first place, the state- 
ments are based on actual water works 
reports. (See, for example, the water works 
reports of Denver, Colo., Pasadena, Calif., 
Dubuque, Iowa., Colorado Springs, Colo., 
Erie, Pa., Madison, Wis., Louisville Water 
Company, Ky., Jamestown, N.Y., Spring- 
field, Mass., and Los Angeles, Calif.) 
Furthermore, the recommended state- 
ments were reviewed by over fifty water 
works officials and finance officers who 
continually prepare such reports. None of 
these officials thought the report contained 
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too many statements. In fact, the first 
draft of the manual contained fewer state- 
ments than the final document, the addi- 
tional statements having been included at 
the suggestion of many of these officials. 

The second argument brought forward 
against including all of the statements in 
the report is that “the expenditure of time 
and effort in the preparation of such a 
list of statements would consume a large 
part of the output of any but the largest 
accounting departments.” If the report 
were issued in the same format as the 
manual (539) the financial data would 
occupy exactly fourteen pages, assuming 
that the maximum number of statements 
recommended were included. And it would 
be an inefficient accounting department 
indeed which required a considerable pe- 
riod of time in compiling readily available 
data for a 14-page report. Some of the 
statements require an addition of one line 
only to show the data for the latest year. 
For example, it would take a person less 
than an hour to prepare five out of the six 
statistical tables. It certainly should not 
take more than three days for one person 
to prepare the entire report. If having one 
person devote three days a year to the 
preparation of a public report is too much 
to expect, than the best policy is probably 
not to issue any reports at all. Further- 
more, the reviewer admits and it is, of 
course, self-evident, that these statements 
are necessary for administrative use. That 
being the case the extra work involved in 
adapting the report to public use is too 
negligible to merit discussion. 

2. Mr. Turner’s second comment is to 
the effect that the book contains too many 
entries. But he admits later that “Even 
this criticism must be modified, however, 
if the book is to be used by persons pos- 
sessing only a limited knowledge of book- 
keeping.”’ For Mr. Turner’s information it 
should be stated that there are many of- 
ficials who fall in this class and that with- 
out the entries the manual would be of no 


value to these officials. Moreover, many 
of the entries will be useful to officials who 
have a good knowledge of accounting but 
who are not familiar with utility account. 
ing. It is for the benefit of the latter class 
of officials that some of the more compli- 
cated aspects of water-works accounting 
were presented. 

3. The reviewer’s third comment is on 
the description of customer accounting 
procedure, of which he says, “The set up 
outlined would be very effective but the 
fact that its successful operation would 
require a sizeable accounting department 
may lead to some hesitation in following 
the author’s recommendations.” In order 
that your readers may understand the sig- 
ficance of this comment, it should be 
pointed out that the “‘set up”’ referred to 
is the procedure for keeping the individual 
customers’ accounts. Even small utilities 
have to keep thousands of individual ac- 
counts and any one familiar with utility 
accounting realizes the task involved in 
keeping these accounts accurately. One of 
the points stressed in this discussion is the 
importance of keeping the individual ac- 
counts in agreement with their respective 
control accounts. We believe, and I am 
sure that Mr. Turner does too, that a 
controlling account which is not in agree- 
ment with the subsidiary accounts is more 
than useless; it is harmful. In general when 
examined in the light of description which 
it criticizes, Mr. Turner’s statement im- 
plies that utilities need not keep a separate 
account for each customer, that they need 
not prove that billings for each customer 
are correct, that they need not secure proof 
that collections have been credited to the 
proper accounts, that their work need not 
be so organized that they can locate errors 
readily, and that controlling accounts need 
not be in agreement with the subsidiary 
accounts because a great deal of work is 
necessary to carry out these objectives. 

InvinG TENNER 
Municipal Finance Officers Association 
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BOOK REVIEWS 


Cost Accounting. Clarence L. Van Sickle. (New York: 
Harper & Brothers. 1938, pp. viii, 998. $4.50.) 


Recent years have seen the beginning of a movement 
to place accounting on a higher professional plane by 
defining and clarifying the principles upon which ac- 
counting activities are based. This trend, although de- 
sirable and worthy of the enthusiastic support of every 
practitioner, teacher and student of the subject, has 
thus far placed its major emphasis upon financial report- 
ing, for obvious reasons. But in no field of accounting 
is the need for fundamental principles more pronounced 
than in those phases of managerial accounting analysis 
which, for lack of a better name, are grouped under the 
title of “cost accounting.” 

The teacher and professional accountant therefore 
welcome the appearance of new writings on this impor- 
tant subject, in the hope that there will be presented in 
fairly logical form the basic ideology and thought-pat- 
tems which should govern cost accounting activity. 
Professor Van Sickle’s book possesses the outward ear- 
marks of such an effort, for the title includes the word, 
“fundamentals”; the table of contents promises discus- 
sion of cost components, allocation, distribution, and 
apportionment, differential costs, and flexible budget- 
ing; the subtitles in the text refer to relationships be- 
tween cost-analysis and various departments and poli- 
cies of the business enterprise; and a wealth of illustra- 
tive material seems to be presented in the 365 diagrams, 
figures and tables which appear in the seven hundred- 
odd pages of text. 

Careful reading of the book, however, leaves one 
with mixed feelings of disappointment and disquietude. 
The presentation of principles expected from the title 
and table of contents fails to appear, and the first im- 
pression of exhaustiveness fades rapidly into a growing 
awareness of an extreme emphasis on mere description 
of procedures and bookkeeping routines. This is already 
a common fault of too many cost accounting text- 


The large number of charts, tables, and other illus- 
trative material is misleading as a measure of the worth 
of the book. Some of the illustrations are superfluous, for 
they are but restatements, except for minor differences, 
of similar subject matter presented in earlier parts of 
the discussion. Other figures portray material which is 
too elementary to require treatment in a text of this 
kind; for example, all of page 452 is given over to 
tables which exhibit the effect of computing the same 
percentages of different amounts. On the other hand, 
the presentation of various methods of materials 
pricing (pp. 33-37) are oversimplified to the point of 
avoiding the real issues of cost measurement which are 
involved. 

The cryptic nature of some of the figures constitutes 
cause for more vigorous objection. The student of or- 
ganization for business management will find much to 
complain of in the organization chart between pages 
10 and 11; for one thing, policy making cannot be so 
tasily dissected from other managerial functions and 
centered in an “executive in charge of administration” 


as the author would have us believe. The discussion of 
cost components seems to be furthered but little by the 
diagrams presented in this connection. The author him- 
self is not unaware of this, for concerning figure 25, 
on page 78, he says: 

The manner in which the different cost components 
are interrelated, however, cannot be visualized clearly 
in this figure; but the interrelationship must be clearly 
understood in order to grasp fully the information 
which must be derived from the operation of the cost 
system. 

From a pedagogical point of view, the book has still 
other limitations. Reading references which appear at 
the end of each chapter seem merely to indicate 
chapters of similar titles in other books. These references 
are not selective; no citations to works on business 
management, economics, or other related fields are 
given, and periodical literature is completely ignored. 
Questions at the end of the chapters are numerous, but 
for the most part call for direct restatement of the 
chapter content, and many can be replied to by repeti- 
tion of one or more of the lists of one kind or another 
with which the text materials are heavily interspersed. 
Questions such as these may be good memory training, 
but in this reviewer’s opinion accomplish little toward 
stimulating thought or provoking discussion in the 
classroom. 

The book places too much emphasis on minor details 
of arithmetic; for example, on page 454 is presented a 
detailed proof of the fact that consuming .025 hour 
per operation is equivalent to performing 40 operations 
per hour. The author seems unduly concerned about 
errors in rounding off decimals; he presents on page 514 
a journal entry correcting the Cost of Goods Sold to 
the extent of four cents, because of “fractional dif- 
ferences.” 

Notwithstanding this meticulous approach to such 
arithmetic questions, the author omits from discussion 
some of the most fundamental computations of process 
cost accounting. The section on valuation of uncom- 
pleted units in process (pp. 368-374) makes little at- 
tempt to explain the valuation of in-process inventories 
beyond the statement that they are determined “by 
actual count or estimate.” No illustration of the compu- 
tation of such values appears in this section. Shrinkage 
and spoilage are similarly treated; the author disposes 
of these problems by stating that “the cost of spoilage 
and reclaimed materials can be ascertained with a fairly 
good measure of accuracy” (p. 369). This is decidedly 
unfortunate, for the problem of shrinkage and spoilage 
is one upon which most textbooks are woefully unclear. 

This reviewer finds himself somewhat startled at 
some of the statements made at various places in the 
text. Direct quotations may at times be unrepresenta- 
tive of their source, and their reproduction apart from 
the surrounding discussion may at times be unfair. The 
following statements, however, would seem to be dis- 
turbing in any context: 

One of the most important functions of cost account- 
ing is the organization of the plant and executive per- 
sonnel with a view toward reducing costs (p. 22). 
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This would seem to place rather heavy responsibility 
upon the cost system; it is difficult to see how cost ac- 
counts can organize plant and personnel. 

The monopolistic producer usually endeavors to fix 
the selling price at the point which will result in the sale 
of the greatest number of units, and thus the selling price 
may be set by management at a point as much above 
the cost price as it thinks the “traffic will bear” (p. 20). 


The italics have been added by the reviewer; comment 
seems unnecessary. 

The worth of any cost system is always judged by 
the accuracy with which the inventory balances are 
7 el of the actual physical goods on hand 
(p. 376). 

What the public is willing to pay for gasoline, at a 
volume of consumption that is equal to the quantity of 
production necessary to keep the plant operating eco- 
nomically, will tend to be the price that the producer 
will pay for crude oil (p. 543). 

An expense is an operating charge which may or may 
not become a production cost in its entirety during the 
month in which it is incurred. A portion of the expense 
may be deferred at the end of the month in which it 
arises, to become a manufacturing cost in some subse- 
quent month. This principle relates to the stores in- 
ventory, which is operated as a perpetual inventory in 
a cost accounting system. It also ies to prepaid ex- 
pense items, and to capital asset items applicable to 
manufacturing activities. This differentiation between 
cost and expense is an important one, and it must be 
mastered at the beginning (p. 5). 


The present reviewer raises further objection to the 
general economic philosophy which, although it appears 
mostly by implication, nevertheless pervades the argu- 
ment of the text. Profit is viewed as an essential preroga- 
tive of business enterprise—a vested interest of busi- 
nessmen regardless of economic conditions or managerial 
efficiency; indeed, the principal illustration (pp. 538- 
541) in the chapter on differential cost deals with the 
computation of a selling price which will yield “the 
required monthly net profit of $5,000.” J. M. Clark 
certainly intended no such use of his presentation of the 
differential-cost concept, when he wrote his Economics 
of Overhead Costs. Another phase of the same philosophy 
is the implication (in a number of places in the book) 
that prices can be computed from normal or average-cost 
data. Prices are economic facts—reflections of the 
operation of market forces, not the direct result of cost 
accounts’ calculations; it does not improve the thinking 
of students, who are to be the business men of the 
future, to imply otherwise. This kind of economic 
philosophy is objectionable to the present reviewer for 
two reasons: not only does such an attitude tend to 
restrict the progress of cost analysis in its search for 
wastes, but in view of current trends toward the estab- 
lishment of administered and regulated minimum prices 
such an economic philosophy tends to condone and 
perpetuate inefficiency, and to foster the development 
of a real menace to what remains of individual liberty 
in our economic system. 

Nor does the author give much emphasis to other 
aspects of J. M. Clark’s contribution to cost analysis; 
at no point in the book is there any mention of the 
nature of cost as a concept. Except for the chapter on 
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differential cost, the position is maintained that there 
is some one figure which represents “‘the cost,” and that 
such a figure can be accurately computed. This perhaps 
explains the emphasis on arithmetic accuracy com. 
plained of in preceding paragraphs of this review, It js 
to be regretted that Professor Clark’s ideas have had 
so little effect upon accountants that the notion of 
“different costs for different purposes” appears in ac- 
counting literature only in scattered writings—almost 
never in textbooks. 

There is a real need for books which apply the 
techniques of accounting to the task of securing de. 
tailed measurements of the effects of economic and 
technological forces on the internal operations of the 
business enterprise—works which strive to develop and 
present logical and workable principles of detailed 
managerial accounting which are consistent with sound 
economic and accounting theory and intelligent business 
administration. Such books will be written, or mana- 
gerial accounting has but a drab future. The book which 
has been reviewed here, however, is definitely not one 
of them. 


University of Chicago 
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Commercial Banking Reform in the United States. 
Leonard L. Watkins. (Ann Arbor: University of 
Michigan Bureau of Business Research, 1938, pp. 
133. $1.00.) 


This book of 132 pages concentrates on two reforms 
in banking; the “100% plan,” and the regulation of 
interest rates on deposits. Adequate charts and graphs 
are presented. It contains comment on the studies of 
other writers, sufficient references and notes, and the 
opinions of the author with his reasons. The style is 
clear, so that the book is read easily, and the work is 
scholarly, although in a limited field, and will be useful 
for reference by those interested in these two subjects. 

The “100% plan” is found with different details in 
the work of several reformers, but in essence it is a 
proposal that the commercial deposits in all our banks 
shall be carried only against 100% reserve in cash and 
at the Federal Reserve Bank. Savings and time deposits 
shall be left as at present, and the government, directly 
or indirectly, shall furnish the necessary reserve funds 
by taking over bank assets. Except for the present 
facilities provided by savings banks, business loans 
shall be made by specialized loan institutions, working 
under orders from the government, and obtaining their 
funds by the sale of their own stock, debentures and 
notes. Commercial banks may offset their consequent 
loss of earning power to at least some degree by charges 
for services rendered to depositors. While Dr. Watkins 
approves this plan on the whole, he favors a period of 
years for making the change. 

On the subject of the regulation of interest rates on 
deposits, the author gives a careful historical back- 
ground, and discusses the effect of such regulation on 
the character and distribution of deposits, examines the 
use of such regulation as an instrument of control, and 
studies the relation of rediscount rate, the rate of 
interest on savings and time deposits, and the discount 
rate on commercial loans. 
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It is good to have such studies made. The more light 
on banking, the better; especially when the light is 
without heat as in this case. The author has built a 
logical case: he has been sincere in his work; and his 
work and his opinions are entitled to respect. For what it 
is worth, this reviewer does not agree with the author’s 
conclusions, because he disagrees with the premises 
which are used openly or by implication. 

Those premises as I see them are: that American 
banking made a sad mess of things between 1919 and 
March 4, 1933 and so showed the necessity of stiff 
regulation of banks by the government; that the present 
banking regulations have been proved to be a step in 
the right direction although they do not go far enough; 
and that the protection of the deposits of the public 
demands full control of banking by the government, 
which at the same time must see to it that credit is 
wisely expanded in depressions and contracted in booms, 
Ido not accept these premises: I think the author does. 
I believe the best banking grows out of laissez faire: 
the author does not. If the question were put to vote, 
many thoughtful men would agree with the author, and 
possibly a majority of the public. I have to admit at the 
start that conspicuous bank men did betray their trust 
during that period, and that many small banks and a 
few larger ones did collapse for various reasons before 
the bank holiday. These admitted facts do not, how- 
ever, lead me to accept these premises. 

First, then, how far is American banking at fault for 
the experience leading up to the bank holiday? In our 
answer we must weigh at least two factors. For the 
three months preceding the holiday, the country was 
alarmed as to the stability of the dollar; it received no 
assurance from the new administration; and it de- 
veloped a panic which was pitifully unnecessary; but we 
left gold. The banks had a holiday, but the reason was 
not entirely bad banking. The defense of the banks goes 
deeper than this. As our author remarks, the experience 
of England has been better than our own; and he might 
have included Canada. I do not agree with the author 
that our bankers are less conservative than the English. 
London has had one or two unhappy experiences in the 
last fifteen years, but they were not advertized. How 
can we avoid the conclusion that the banking advantage 
of Canada and England lies in having a few large banks, 
with wide-spread branches, working with a single 
central bank? We speak the same language, and we 
come from the same stock, but American banks are not 
permitted to follow the English system, because of a 
Political superstition that dates back to Andrew 
Jackson. 

If this seems extreme, we might examine the favor- 
able banking experience of California and Rhode 
Idand in the period under discussion. Both states have 
state-wide branch banking; and it worked. Consider 
also the systems set up by two Minnesota banks, cover- 
ing several states. In territory where there was an 
epidemic of failures of small banks, these two systems 
stood the test. When our public insists on having small 
independent banks in isolated communities, and when 
the record (and our author’s charts) shows the mortality 
and the low earnings of such banks, I submit that not 
all the blame for the past twenty years should be 
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placed on the bankers—especially the present bankers 
who remained solvent. It is therefore hard to convert 
me to the “100% plan,” which makes safe deposit 
companies out of our banks. Given the problem, that 
the child has a headache is there no cure but to cut his 
head off? 

Second, as to the premise that more rigid regulation 
of banks is needed, we face the naked question: after 
fixing suitable punishment for bankers who betray their 
trust, do we want private banking or banking by the 
government? Do we want loans made by bank men, 
whose caution alone protects their profits and capital, 
or made by government agencies as mortgage loans 
have been made by H.O.L.C.? In a fairly long experi- 
ence I have not found greater wisdom, more patriotism 
or purer ethics in the government service than in bank- 
ing. If we want our banking handled by corporations 
rather than by government, it is essential that capital 
find the risks and the profits acceptable; and that is the 
limit to which government regulation can go. 

Third, if we continue private banking, is the premise 
sound that the government should expand and contract 
credit in its wisdom? There is no argument about 
credit policy on orthodox lines and by customary 
methods, when in the hands of an independent central 
bank. That is not the question. Shall the government 
have this power? 

Anyway, it is a good book. It will please you more if 
you happen to accept the author’s premises. 

W. G. MEADER 

Industrial Trust Company 

Providence, Rhode Island 


Elementary Accounting. George Hillis Newlove, Leo 
Cecil Haynes, and John Arch White. (Boston: D. C. 
Heath and Company, 1938, pp. 695. $4.00.) 


Intermediate Accounting. George Hillis Newlove, C. 
Aubrey Smith, and John Arch White. (Boston: D. C. 
Heath and Company, 1939, pp. 848. $4.50.) 


Each year new elementary accounting textbooks 
are published or revisions of older ones appear. Many 
accounting instructors evince but little interest in their 
publications; others shrug their shoulders and remark 
“just another elementary text’; a few, however, exam- 
ine each book carefully in the perennial search for a 
text that measures up to their individual expectations. 
It is small wonder, then, that it is so difficult to produce 
an elementary accounting text that finds favor in more 
than a few eyes. The reviewer believes that the present 
volume is both thorough and teachable and merits 
careful consideration by the third group, if not the first 
two. While he does not agree with the authors at a 
number of points, he is of the opinion that they have 
written a distinctive and worthy addition to the list 
of elementary accounting texts. 

After a somewhat technical introduction the authors 
proceed to develop the basic fundamentals of double- 
entry bookkeeping slowly and with great care. Experi- 
ence undoubtedly has taught them, as it has many of 
us, that a careful start in a technical subject is essential 
if confusion is to be avoided. A combination equation- 
balance-sheet approach is skillfully employed to intro- 
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duce the complete accounting cycle for a simple personal 
service business not involving inventories. Having 
achieved simplicity through the use of this device, the 
authors substitute the problems of prepaid expenses and 
accruals in their initial illustration. 

A second complete illustration of the accounting 
cycle for a merchandising business provides ample 
illustrative material. There should be little excuse for a 
student failing to understand the elements of double- 
entry bookkeeping after a study of the first eight 
chapters. 

The accounts are set up and the theory developed 
somewhat beyond the point to which they are carried 
by most authors. For instance, the authors include 
financial expenses under operating expenses, and add 
financial income before setting out net operating 
profit. Then, nonoperating (distinguished from finan- 
cial) income and expenses are included before setting 
out net profit. The distinction between financial and 
nonoperating income and expense is not usual in 
practice; nor is it maintained in the second volume 
[Intermediate Accounting] in which both Professors 
Newlove and White continue as authors. An instance 
where account classification is carried out to include 
fine distinctions is contained in Chapter 21 where the 
authors set up detailed bond accounts analogous to 
those set up for the authorization, subscription, pay- 
ment, and issuance of capital stock. 

On page 353 the authors state “When no-par stock 
is acquired for the treasury, Treasury Stock may be 
debited with either the original issue price or with an 
amount based on the average issue price of all that class 
of stock.” This treatment is open to considerable ques- 
tion, although a thoroughly sound view is contained on 
page 345 of Intermediate Accounting in which it is 
stated that “the authors of this text take the position 
that until accounting theory has become more crys- 
tallized on the point the cost method is the one 
which ordinarily should be used.” 

All of the usual topics have been included. In addi- 
tion, the groundwork for the course in cost accounting 
is laid by chapters on noncost factory accounting and 
cost-accounting controls, in which the cost and noncost 
systems are compared in parallel columns. 

The text portion of the volume consists of 551 pages, 
followed by 123 pages of problems. Two long practice 
sets are included, the first of which was adapted from 
the manual of accounts and forms supplied by the 
Laundryowners National Association. A number of the 
problems may be used as short practice sets by those 
instructors who prefer short rather than long sets. 
Supplementary material consisting of practice set books, 
and ruled forms and paper for use with the problems, 
are also available. 

Intermediate Accounting, by George Hillis Newlove, 
C. Aubrey Smith and John Arch White, is the second 
volume of the new Heath Accounting series and follows 
the first volume, Elementary Accounting, by Newlove, 
Haynes and White. Despite the fact that a comparison 
of this book with the preceding one brings to light 
some inconsistencies, and some differences in termi- 
nology, the text, as a whole, is well-rounded and 
should be favorably received. 
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In intermediate accounting a great deal of emphasis 
must be placed on accounting theory and on the de. 
velopment of principles. One does not need to read far 
in this volume to recognize the influence of an able 
theorist who has kept abreast of current accounting 
literature appearing in such publications as Tyr 
AccouNTING REviEw and The Journal of Accountancy, 
and who is familiar with the pronouncements of the 
Securities and Exchange Commission, and of the 
Bureau of Internal Revenue. Frequent references are 
made to the practices of individual Corporations, 
particularly in the chapters dealing with the accounting 
statements. 

In view of the fact that many instructors start the 
work of a second-year accounting course with an in- 
tensive study of work sheets, adjusting and closing 
entries, and statements supported by various schedules, 
it is unfortunate that the illustrations presented in the 
chapters on work sheets and statements are sketchy 
and that no illustrations are carried all the way through 
these chapters. 

The chapter, General Theories of Balance Sheet 
Values, is deserving of particular mention. Here, as in 
other chapters, definitions of terms used by both 
economists and accountants are contrasted and recon- 
ciled. 

The scope of the book is indicated by the following 
summary, condensed from the chapter headings: single- 
entry statements; analytical and interim work sheets; 
form and content of the income statement; surplus 
statements; general theories of balance-sheet values; 
cash; receivables; inventories; retail merchandise ac- 
counting; investments; sinking and other funds; cost 
of fixed assets; depreciation, depletion, and amortiza- 
tion; fixed assets, goodwill, deferred charges; current 
and contingent liabilities; fixed liabilities; capital stock; 
surplus and dividends; reserves; income and its deter- 
mination; instalment sales and long-term contracts; 
freight and insurance; comparative statements and their 
ratios; statement of application of funds; analysis of net 
profit variations; business budgets; consolidated state- 
ments; branch accounting; and foreign branches and 
subsidiaries. 

The authors have included two hundred pages of 
well selected problems and exercises. Although many 
problems were obtained from C.P.A. examinations, 
they were carefully adapted before being included. The 
large number of problems, both long and short, provides 
ample material for variation in problem assignments 
from year to year. 

Harvey G. MEYER 

University of Tennessee 


Seidman’s Legislative History of Federal Income Tos 
Laws, 1861-1938. J. S. Seidman. (New York: 
Prentice-Hall, Inc., 1938, pp. xviii, 1166. $10.00) 


The purpose of Seidman’s Legislative History f 
Federal Income Tax Laws is well explained in 
preface where it is stated: “It is a cardinal rule of con- 
struction that where the language of a federal statute's 
not clear, recourse to its legislative history is necessary 
to determine the intent of Congress. . . . The aim of this 
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book is to reveal that intent through the mouth of 
Congress. Specifically, this book seeks to place under 
the thumb of all those interested in the meaning of the 
federal income tax laws everything of interpretive sig- 
nificance said to or by Congress and passed or rejected 
by it, from the beginning on income tax legislation 
(1861) to date” (p. vii). 

The book consists entirely of excerpts from Revenue 
Acts, reports of Congressional Committees and Sub- 
committees, hearings before the House Ways and Means 
Committee and the Senate Finance Committee, and 
the discussions on the floor of the House and the Senate. 
There is no critical comment by Mr. Seidman and no 
descriptive material. There are three indexes, an alpha- 
betical subject index in which key numbers are assigned 
to the various subjects covered in the income tax laws, 
a section index in which the sections of all income tax 
laws are related to the appropriate key numbers and 
to the pages in the book, and a key number index in 
which each key number is related to the appropriate 
sections in each of the income tax laws and to the pages 
in the book. Mr. Seidman has developed 709 key 
numbers. 

One can work from any of the indexes; the choice of 
an index will depend on the nature of the problem to be 
solved and the method of approach to the problem. For 
instance, if one is interested in the treatment of the 
basis for depreciation, he can turn to the subject index 
where “depreciation, basis for” is given the key number 
230. In the key number index one can then find the 
relevant section number in each Revenue Act which 
had a section dealing with the basis for depreciation. 
The key number index also indicates the page in the 
book where the legislative history of each of these sec- 
tions is presented. If, on the other hand, one is interested 
in section 114(a) of the Revenue Act of 1938, he can 
start with the section index, which gives both the page 
in the book and the key number. From the key number 
index, one can then find the corresponding sections of 
all other Revenue Acts, and the pages in the book where 
they are covered. 

Provisions of the income tax laws which are deemed 
to have no substantial interpretive significance have 
not been included. Thus, provisions dealing with rates 
and administrative detail are omitted. From the stand- 
point of the historian, though not from the standpoint 
of the practicing tax expert, the omission of substantive 
provisions which are outmoded and have no bearing 
on current provisions, as the treatment of amortization 
for war facilities, will be regretted. In the body of the 
book, only those sections of the various laws have been 
included which had a legislative history. ‘‘A provision 
s considered to have a legislative history if: (a) a lan- 
guage change occurred on its way through Congress; 
(b) a committee reported on it; (c) floor discussion took 
Place on it; (d) hearings were held on it; or (e) there was 
an unenacted provision related to it which had a legis- 
lative history” (p. xiii). Thus, the origins of sections 
of the Revenue Act of 1938 which repeat the provisions 
of prior laws with no changes proposed in 1938 are to be 
found in prior Acts, as indicated in the section index. 

ittee reports and discussion on the floor of both 
branches of Congress are presented in detail or by digest 
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depending on their importance. Committee hearings are 
usually presented in digest. Complete citations enable 
one to trace down the detail in the original Congres- 
sional documents where it is desired to do so. 

The exact wording of each section with a legislative 
history in each Revenue Act is reproduced in the book. 
By an ingenious use of different combinations of type 
faces, underlining, brackets, and parentheses, changes 
are indicated in each section during the process of en- 
actment. Fifteen different typographical combinations 
make it possible to indicate in a single statement all 
forms taken by a section from its appearance in the 
original Ways and Means Committee bill, with addi- 
tions and eliminations at all successive stages, to the 
final form as reported by the Conference Committee. 

This book should become a basic part of the working 
library of tax accountants and lawyers for the reasons 
stated by the author in the preface. It will also be an 
invaluable aid to economists and tax historians. The 
reviewer has had enough experience in tracing the 
origins and explanations of certain provisions of the 
income tax laws to appreciate the tremendous amount 
of work involved in the preparation of this book and to 
welcome its appearance in the belief that no single 
volume in his library will be of more enduring value. 

Dan Txroop SMITH 

Harvard University 

Graduate School of Business Administration 


Operating Results of Consumer Cooperatives in the 
United States in 1937. Carl N. Schmalz. (Boston: 
Bureau of Business Research, Harvard University, 
Graduate School of Business Administration, 1939, 
pp. v+37. $1.00.) 


Although the literary output concerning consumer 
co-operatives has been voluminous during the past few 
years, nothing so prosaic as a cost study of their busi- 
nesses in the United States has ever been done. For this 
reason, if for no other, Professor Schmalz’s careful study 
of “Operating Results of Consumer Co-operatives in the 
United States in 1937” would be outstanding among the 
many less technical and also less informing works in the 
field. In addition, some comparisons which are made 
with competing types of retailers enable one to evaluate 
the economic merit of certain types of co-operatives 
without being confused by philosophic considerations. 

Most consumer co-operatives in the United States 
are food stores, general stores and farm supply stores, 
and petroleum bulk stations. These are the types of 
co-operatives whose operating results are analyzed in 
the bulletin. By and large, the operating costs of 
privately owned independent food stores do not suffer 
in comparison with co-operatives of the same type. As 
stated by Mr. Schmalz, ‘“‘The co-operatives apparently 
have not cut the rate of gross margin below that es- 
sentially typical for independent stores, and neither 
have their private-brand activities resulted in the 
securing of a larger-than-average rate of margin... 
Any important contribution of co-operatives to the 
welfare of consumers which is made through lower 
prices or greater values does not arise from operating 
efficiency in the retail store greater than that for private 
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enterprise.” The nature of the operating costs of the 
two types of business, although similar in the aggregate, 
differ considerably in detail. In comparison with the 
privately owned food stores, the co-operative has 
relatively lower salary, wage, and advertising expense. 
On the other hand, expenses for tenancy, heat, light, 
and power are approximately one-fourth higher. The 
result is that the “‘overcharge” of food co-operatives is 
about the same as the net profit of the independent 
grocer. 

Co-operative general stores handle, beside food prod- 
ucts, work clothing, other apparel, notions, yard goods, 
hardware, china, glassware, feed, and sometimes elec- 
trical appliances. These co-operatives operated in small 
towns and, in 1937, had a gross margin of 14.1% and 
total expenses, before interest, of 11.6%. No directly 
comparable figures are available from independent 
stores of a similar type, but various studies which have 
been made in other years would indicate that co- 
operative general stores operate with a lower margin 
and with less expense than their independent com- 
petitors. 

Margins and operating results of farm supplies stores 
and petroleum bulk stations are given under various 
classifications, but no comparison is made between 
these co-operatives and competing independent 
merchants. From a profit standpoint, these co-opera- 
tives were fairly successful in 1937, with average net 
profits ranging from 2.1 per cent to 6.2 per cent of sales 
and upward of 55.9 per cent of net worth. 

The author does not reach any formal conclusions 
in his study nor does he stray far from the factual 
material secured by the survey in his discussion. Con- 
sumer co-operatives should find some encouragement 
from the bulletin. In most instances they operated at a 
profit in 1937 and where comparisons are available their 
operating ratios usually compare favorably with the 
ratios of their independent competitors. The bulletin 
should be studied by all who are interested in the 
business aspects of consumer co-operatives. 


University of Michigan E. H. Gavutt 


C.P.A. Problems and Questions in Theory and Auditing. 
Jacob B. Taylor and Hermann C. Miller. (New York: 
McGraw-Hill Book Company, Inc., 1939, pp. viii, 
701. $6.00.) 

In the first 477 pages of this book and in the ap- 
pendix, which contains 4 complete C. P. A. examina- 
tions (American Institute of Accountants, May and 
November, 1938, and Ohio, May and November, 1938) 
are found 261 problems of which 107 were set by the 
American Institute of Accountants, 17 by the District 
of Columbia, 57 by New York, 51 by Ohio, 14 by Penn- 
sylvania, and 15 by Wisconsin. Problems are classified 
under 25 different headings covering all the topics 
usually encountered. The collection covers adequately 
the problem offering of 1930-1938 inclusive, the period 
following the publication of the earlier edition of the 
same work. It should indeed meet its objective: “To 
fill the needs of candidates for the C. P. A. certificate 
and to meet the requirements of advanced accounting 
students.” 


Following the problems we find 80 pages of theory 
questions, all helpfully grouped under appropriate 
headings. (There are 254 of these.) Finally the text 
proper closes with over 50 pages of auditing questions, 
in number amounting to 174. All of the questions come 
from the same sources as the problems, and the authors 
have presented the material exactly as given by the 
examining boards. 

Only by a collection of this sort can adequate prob- 
lem material be made available for convenient class use 
and for use of young practicing accountants who, by 
reason of necessary traveling, find it impossible to at- 
tend classes. So many problems and questions are here 
presented that suitable selection may be made by per- 
sons who do not care to use them all. There is enough 
material in the book to meet the needs of several 
courses in advanced accounting, if it is desired to hold 
adequate discussion on important points rather than 
to skim over them. 

ARTHUR W. Hanson 

Harvard University 

Graduate School of Business Administration 


Advanced Accounting Problems. E. L. Kohler. (New 
York: Prentice-Hall, Inc., 1939, pp. xiv, 271. $3.00.) 


This is an unusual volume in that it contains 134 
problems originated by the author, with some assistance 
and covering practically all of the accounting field. 
These problems “were devised over a seven-year period 
commencing in 1930 and ending in 1936, at the instance 
of Mr. Durand W. Springer, then secretary of the Amer- 
ican Society of Certified Public Accountants. They have 
been used in the professional examinations of as many 
as 12 states as a result of the examination service offered 
by the Society in those years.” The present book, 
Volume I, is to be accompanied by one of model solu- 
tions to these problems, to be known as Volume II. 

Although no attempt has been made to group the 
problems by subjects, probably because of the inclusion 
in each of a large number of diverse points, assistance 
in locating material offered on a given subject is pro- 
vided by an index. For each of the problems an estimate 
is provided of the time required for a concise solution. 
This varies from one to five hours, two or three being 
fairly typical. 

In spite of their complexity the problems are pre- 
sented concisely in the book, the set-up is uniformly 
good, and they are expressed in clear, straightforward 
English. They provide not only a means of testing, but 
as is true of many good accounting problems, they have 
much to teach, and they offer plenty of material for 
heated, stimulating debate. 

The time required and the numerous points covered 
make these problems generally more difficult than those 
usually seen on examinations of the American Institute 
of Accountants. Since the solution and discussion of 
many of these problems may require three or four class 
hours, it can readily be seen that material enough for 
several courses is contained in the book. 

ArTHur W. HANsON 

Harvard University 

Graduate School of Business Administration 
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Auditing, Principles and Procedure. Arthur W. Holmes. 
(Chicago: Business Publications, Inc., 1939, pp. x, 
561. $5.00.) 


This book tells what is sought to be accomplished by 
Auditing and how it is accomplished. The student is 
instructed in Auditing Theory and Practice by 22 
clearly written chapters and by a complete set of work- 
ing papers for an ordinary balance-sheet audit. Chapters 
are devoted to the usual subjects of responsibility 
program, working papers, original records, internal 
check, the various assets and liabilities, profit and loss, 
completing the audit, certificates, reports, and the de- 
tailed audit. Since the author assumes that students 
ready to study Auditing are well equipped in Account- 
ing Theory and Practice, it has been his aim to eliminate 
consideration of the latter as far as possible. In this 
endeavor he has been successful. The chapters show 
dearly the typical requirements of the balance-sheet 
audit and the detailed audit, and how the auditor must 
constantly try to use good judgment in departing from 
the norm. 

The text consists of 561 pages including the practice 
problem. At times in going through the material, par- 
ticularly in the chapters dealing with cash, receivables, 
and inventory, the reader may feel that he “cannot see 
the forest for the trees,’”’ but this is inevitable if the 
work is to be sufficiently detailed to be “designed for 
the student and the practitioner.” The working papers 
comprise a 119 page Illustrative Audit which is an 
excellent reproduction of pen-written copy. Both the 
material itself and the penmanship are easy to follow. 

Practice for the student is provided by questions and 
problems which follow each chapter and a fairly long 
practice problem “‘designed to acquaint the student with 
actual audit work, work sheet preparation, and report 
preparation.” The questions and problems not only 
provide the student an opportunity to learn whether he 
has mastered the material of the chapters to which they 
are attached, but they give him scope to apply reasoning 
and judgment in the adaptation of the material to a 
multitude of specific situations. In the practice problem 
the student is given the satisfaction of carrying all the 
work for a job through from beginning to end. This 
problem, which comprises 30 large pages of small type, 
is broken down into 17 assignments to parallel the work 
on the chapters in “‘a full year’s course in Auditing.” 
The arrangement and content of the book are such that 
& capable teacher should be able to use it to good ad- 
vantage in a semester course of as little as 3 hours per 
week, if necessary, or, preferably, in a course covering 
asmany as 5 hours per week for a full school year. The 
teviewer believes that he would enjoy using it with a 


ArtTHur W. HANson 
Harvard University 
Graduate School of Business Administration 


Life Insurance. John H. Magee. (Chicago: Business 
Publications, Inc., 1939, pp. xv, 729. $4.00.) 


Practically everyone, directly or indirectly, comes 
sooner or later into some contact with life insurance. A 
Working knowledge of the subject should, therefore, be 
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had by all, and the reviewer has seen no better source 
of such information than the present book. It is ex- 
tremely well written; it does not involve one in needless 
technicalities; and yet it appears to answer all questions 
which one could reasonably put. An accountant who 
reads it intelligently will not only be fortified in setting 
up his own personal insurance program and equip him- 
self to discuss and consider life insurance with company 
agents, but also be given an understanding of life in- 
surance that will enable him to comprehend the place 
which it should occupy on balance sheets and income 
statements. 

The 666 pages of text are divided into 8 parts of 
which the first is devoted to the general setting of life 
insurance as a present social force which has developed 
through the years. A description of insurance carriers 
(the companies), their home office organization, and 
their field organization and problems is given in Part 
II. In Part ITI the basis of risk measurement (the under- 
lying philosophy of insurance), the types of contract 
which flow from it, and the computation of premiums 
are studied technically, thoroughly, but interestingly. 
The fourth section deals with the selection of those to 
be insured, the risk and, therefore, the reserve involved 
and surplus and dividends. In Part V policy conditions, 
optional settlement plans, disability and accidental 
death benefits, the beneficiary, and fundamental legal 
concepts are treated. Part VI may perhaps be of greatest 
interest since it explains term, whole-life, and endow- 
ment insurance, and annuities. Industrial insurance 
(commonly thought of as insurance of the relatively 
poor worker on a small weekly or monthly premium 
basis), group insurance (protection for employees which 
has developed rapidly during the last few years), 
pension plans, and protection for business through 
insurance of the lives of officers and key employees are 
the subject matter of Part VII. The final division of the 
book deals with the technicalities of life insurance 
trusts, regulation of insurance by the states, the invest- 
ments of life insurance companies, and taxation. Fol- 
lowing the text there are 50 pages devoted to questions 
and problems, 10 to 20 being given on each of the 30 
chapters. A general index, an index of tables, and an 
index of figures conclude the volume. 

ArtTaur W. 

Harvard University 

Graduate School of Business Administration 


International Combines in Modern Industry. Alfred 
Plummer. Second edition. (New York: Pitman 
Publishing Corporation, 1938, pp. ix, 302. $3.50.) 


In this revision of his first edition, published in 1934, 
the author adds about 80 pages of text. For the most 
part, the new material is to be found in his last chapter 
titled, in both editions, “Future Prospects.” His care- 
fully hedged views on the potentiality of cartels for 
good or evil undergo no change after four years of 
further observation of international combines. In fact, 
after an extremely interesting survey of international 
agreements in air transportation and armament manu- 
facture (new material), he qualifies his former faint be- 
lief that international cartels may contribute to world 
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peace, by observing that international alliances, among 
those industries which profit from enhanced national 
armament programs, point strongly in the opposite 
direction. 

In addition to the expansion of the final chapter, the 
author has added factual material which brings up-to- 
date (1938) developments in those cartels which he has 
cited as illustrations. In a few instances he deals briefly 
with international combines not touched upon in the 
earlier edition. 

In this book and in the first edition, Dr. Plummer 
describes and classifies the various types of international 
combinations in industry, discusses the incentives for 
formation, the obstacles to effective operation, and the 
effects upon the national economy. Throughout the 
book the author makes prolific use of ‘“‘case material” 
to give point to his arguments. In the opinion of this 
reviewer, of equal importance with Dr. Plummer’s 
observations on cartel economics is the wealth of in- 
formation given on various international combinations. 
It ought to be added that unfortunately the arrange- 
ment of material makes it necessary for the reader 
to piece together information from several chapters to 
glean all the facts presented on the organization and 
operation of any particular cartel. 

SAMUEL S. STRATTON 
Harvard University 


Graduate School of Business Administration 


Depreciation, Principles and A pplication, Third Edition. 
E. A. Saliers. (New York: Ronald Press Company, 
1939, pp. xi, 482. $5.00.) 


Depreciation, Principles and Applications, as the 
author states, “summarizes current thought and prac- 
tice, and presents what appears to be the most satis- 
factory procedure in connection with the treatment of 
technical accounting problems as they are affected by 
depreciation.” He succeeds admirably in fulfilling the 
task undertaken. As increasing emphasis is today being 
placed on the proper determination of operating costs 
and income, a reasonably complete treatment of 
perhaps the most important expense item—depreciation 
—appearing in the manufacturing and/or operating 
statements should be received with a great deal of 
interest both by the professions of accounting and 
teaching and by men directly engaged in business. 

A remarkable attribute of the book is the clarity and 
simplicity of the author’s style of presenting technical 
and complex problems. This will enable a larger number 
of interested persons to understand better the problems 
presented. A broad and liberal viewpoint is followed 
throughout the treatise. 

The book begins with a general presentation of the 
importance and historical background of the subject, 
keeping the legal aspects foremost. The theory of de- 
preciation, inadequacy, and obsolescence is next pre- 
sented, although it seems to lean rather heavily toward 
the cost theory of depreciation. 

Six chapters are devoted to accounting for deprecia- 
tion; the relation of depreciation to working capital; 
maintenance, repairs, renewals, and replacements; ad- 
justments for errors, omissions, miscalculations, and 
casualties; the fundamental principles of costs, the place 


of depreciation as manufacturing cost, depreciation and 
idle capacity, and varying rates for overtime produc. 
tion; and the place and nature of depreciation in the 
financial statements. 

A brief history of appraisal follows. Here appraisals 
for accounting, insurance, tax, financing, and financial 
reorganization purposes are presented and illustrated, 
In the next chapter inadequate depreciation methods 
are considered in a clear and practical manner, followed 
by two chapters incorporating therein the importance 
of adequate records, an analysis of Treasury Decision 
4422, and a description of the Plant Ledger and its use, 

Next the nature of income is discussed from the eco- 
nomic, legal, and legislative points of view. The English 
theory of income is explained and compared with the 
accounting and American theories. Three chapters are 
devoted to the policy of the Treasury Department in re- 
lation to depreciation, obsolescence, inadequacy, and 
depletion. The author’s lengthy discussion on the policy 
of the Treasury Department seems to acquiesce in such 
a policy. As the Treasury is at times over-anxious to 
increase the revenue, its policy may not always be in 
accord with sound economic and accounting principles, 
and though we cannot disregard its whims, we should 
not be unwilling to take a firm stand whenever necessary. 

Two good chapters on the methods of depreciation 
complete the book. Most of the more important and 
conventional methods are clearly illustrated, compared 
and treated adequately. 

Valuable appendices are reproduced as follows: A. 
Depreciation of Oil and Gas Equipment; B. Deprecia- 
tion and Interstate Commerce Commission Railroad 
Valuation; C. Mine Valuation; D. Internal Revenue 
Bureau Bulletin F; and E. Internal Revenue Bureau 
Preliminary Report on Depreciation Studies. 

This book is the third edition of a smaller treatise 
which appeared first in 1915 and was revised and en- 
larged greatly in 1922. It is regretted that at a time 
when the topic of the proper limits of government is 
increasingly discussed, the author chose to omit from 
the present edition the chapter on government control 
of industry—competent thinkers should welcome 
rather than avoid the discussion of controversial sub- 
jects. In the main, however, the new edition although 
smaller than the 1922 edition, is not inferior in quality. 
A discussion on the auditor’s responsibility in respect to 
depreciation might have been included. Depreciation of 
and accounting for tools could have received a liberal 
and complete treatment. Discounts on purchase of 
fixed assets seem to have been omitted entirely. (The 
reviewer was faced with this problem: Machinery and 
equipment had been purchased on credit for $150,000. 
Soon after the purchase the creditor got into financial 
difficulty and as a result offered a discount of 10% for 
an immediate settlement. The offer was accepted and 
the question arose as to the proper treatment of the 
$15,000. If the saving is handled as a cash discount, the 
net profit for the period would be greater by $15,000, 
while yearly future depreciation would be $1,500 more 
on the assumption that the machinery had a life of 10 
years. On the other hand, if it is deducted from the 
asset account, the net present profit would be $15,000 
less but the net profit would be $1,500 more for each 
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of the next 10 years. In either case, it is a problem which 
affects depreciation.) 

The reviewer, although he believes the book gener- 
ally satisfactory, finds also that there are a number of 
questionable and perhaps unacceptable implications of 
which the following is an example. The author states 
that “as a rule, no reserves of any kind are necessary or 
desirable for the proper handling of obsolescence and 
inadequacy, because the cost of a unit of plant should 
be written off by means of a charge to depreciation 
based on the natural physical life of such a unit.” In 
such a case, the contention is that any unrecovered cost 
should be added to the cost of replacement and written 
off over the life of the new unit. Suppose that the origi- 
nal unit cost $50,000, that it had 10 years of life and 
that it had to be replaced at the end of 5 years by a new 
unit costing only $25,000 because of technological im- 
provement. Regardless of its life, can the concern in 
question compete effectively with a newly organized 
concern with one-half the depreciation of the older 
concern? 

An obsolete asset may have additional producing 
capacity, but if its production is unprofitable, how 
much is the asset worth to the concern for any purpose? 
A building which is torn down to save expenses, the lot 
perhaps to be used for parking, may still have had 
additional producing capacity. Would this type of 
production increase or preserve the income of anybody? 

ALFRED D’ALESSANDRO 

College of Business Administration 

Northeastern University 


C.P.A. Review—Auditing and Theory—Questions with 
Answers. Louis Marder. (New York: 1937, pp. 40. 
$2.00.) 

Candidates for C.P.A. examinations have made the 
same discoveries as candidates in other professions, 
namely, that mere book knowledge is not ordinarily 
suficient to enable them to pass the required state ex- 
aminations. At the moment this reviewer has no infor- 
mation concerning the relative success of the candidates 
in the various states in all the different professional 
examinations. Certainly the record in New York State 
is a sad one for the accountants. The percentage of 
failures is extremely high, and many earnest minds have 
pondered the matter in trying to apportion the blame 
and to find possible remedies. Thus one avenue of ap- 
proach has been a raising of scholastic standards. In 
New York State candidates for the C.P.A. license must 
have completed their professional studies at a recog- 
nized institution, and these studies must cover a mini- 
mum of 24 semester hours in accounting, 8 semester 
hours each of commercial law and finance, and 6 
semester hours of economics. All of this is fine, and while 
it may raise the percentage of successes somewhat, it 
may be doubted whether accountants will attain the 
degree of success of other professional candidates. For 
accountancy is, after all, a young profession; the op- 
portunities it offers have attracted a great host and it 
will be some time before the educational requirements 
and the full recognition of accountancy as a profession 
have caught up with those of the older professions. 

One of the greatest difficulties encountered by the 


candidate is to compress his knowledge on a given 
question into a few words. His school texts and lectures 
have dwelt at great length on the various problems of 
accounting, in order to acquaint the student with the 
philosophy as well as the mechanics of the science. The 
knowledge he thus acquires is encyclopedic when, what 
he really needs in order to pass the examinations, is 
knowledge in capsule form. 

It is the latter need that the present pamphlet at- 
tempts to meet. It is not a substitute for a textbook; 
in fact it does not claim to be. But it does present con- 
cisely the answers to almost 500 questions on accounting 
theory and auditing, taken from C.P.A. examinations. 
The whole purpose of the book is pragmatic, utilitarian; 
its aim is to enable a candidate to write down little 
crystals of knowledge in answer to the questions. How 
pure then are these crystals? 

On the whole a satisfactory amount of ground has 
been covered. As to how well it has been covered, this 
reviewer would like to stay on neutral ground. Certainly 
it would be strange if in 500 answers, no differences of 
opinion were to develop. Thus the author justifies a 
failure by a street railway to set up a liability for out- 
standing tickets first on the ground that there is no 
obligation to refund money on tickets; second, that 
while they do “not indicate an immediate earning, 
there is a potential earning. . . . ” (p. 6); third, that the 
amount involved is small. It appears that the author 
has, on the contrary, presented at least two good reasons 
why the liability should be stated. Since when is it good 
accounting to take potential earnings into current profit 
and loss, and since when has the size of a liability any- 
thing to do with its appearance or non-appearance in a 
balance sheet? 

Again, in speaking of mixed accounts (p. 8) the 
author states that they are partly real and partly 
operating (does he mean nominal?); but certainly he 
errs in using the sales account as an illustration. Ob- 
jection must also be raised to defining burden in cost 
accounting as “expense of the business which cannot be 
directly allocated to a particular job” (p. 9); and to the 
definitions of “accrued depreciation” (p. 10) and 
“composite life” (p. 11). 

It is the author’s belief that prepaid items are valued 
at realizable values (p. 13). That is certainly not the 
case with prepaid insurance. And what shall be said of 
the author’s unqualified statement that inward freight is 
a real account (p. 24)? 

Doubtlessly, many more questionable items could be 
turned up. But enough have been cited to show that a 
candidate should corsider the answers critically before 
accepting them as his own. That, of course, is the 
danger with capsule knowledge. Real knowledge based 
on reasoning and understanding is the only thing that 
counts, and that together with the ability to express 
one’s thoughts in reasonably good English should ensure 
success on the examination. Viewed strictly as an ad- 
junct in a candidate’s preparation, the present work 
may be set down as fair, but certainly overpriced as far 
as this reviewer is concerned. 

THEODORE LANG 

New York University 

School of Commerce, Accounts, and Finance 
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Pick Your Job and Land It. S. W. and M. G. Edlund. 
(New York: Prentice-Hall, Inc., 1938. pp. xvi, 300. 
$2.25.) 


Most applicants for office and technical jobs do not 
know what is involved in applying for a position; this 
is true of university students as well as of those who 
have never gone to college. There is general failure to 
realize that job getting has reached a stage of develop- 
ment where certain recognized techniques are followed 
by the employer. Not appreciating the importance of 
such procedures, job seekers innocently violate them 
to their own disadvantage. Pick Your Job and Land It 
tells how to avoid such mistakes. 

The book is a combination of the inspirational and 
the practical. Throughout the volume runs the central 
thesis that jobs are still available for those who make 
the correct approach. The practical aspects of the book 
deal with the manner in which those approaches 
should be made. Many pages are devoted to the prob- 
lem of writing effective letters and to the preparation of 
personal and business data in a form attractive to the 
prospective employer. How to prepare telling advertise- 
ments and the best ways of handling employment inter- 
views are also explained. Amply illustrated with letters 
and data that have been successful in opening up new 
positions, much of the material is pointed toward specif- 
ic situations, but the general principles involved are 
evident to the reader. 

The book is useful from beginning to end. It is based 
largely on the experiences of the authors in the Man 
Marketing Clinic in New York, where hundreds of 
persons have been taught how to land jobs. Young 
men and women—and older ones, too—who are facing 
the task of getting a job will find much worthwhile 
information in Pick Your Job and Land It. 

E. C. RosBins 

Harvard University 

Graduate School of Business Administration 


Federal Income Tax Handbook, 1938-39. Robert H. 
Montgomery. (New York: The Ronald Press Com- 
pany, 1938, pp. xv, 1260. $10.00.) 


Federal Taxes on Estates, Gifts and Trusts, 1938-39. 
Robert H. Montgomery. (New York: The Ronald 
Press Company, 1938, pp. xi, 511. $7.50. In combina- 
tion with Federal Income Tax Handbook, $15.00.) 


Montgomery’s two handbooks continue to provide 
the most useful working material on Federal income, 
estate, and gift taxes other than the large loose-leaf 
tax services. The coverage is complete, with no undue 
emphasis or restrictions. 

The arrangement of the material in both handbooks 
follows the author’s own subject classification rather 
than the sequence the sections in the Revenue Acts, and 
the usefulness of the books is increased by several 
indexes. In addition to an excellent alphabetical subject 
index in each volume, there is a table of law sections in 
which a page reference is given for each law section 
currently effective which is dealt with in the book. 
Indexes to articles of regulations, to Treasury Depart- 
ment rulings, and to decisions of the Board of Tax 
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Appeals and the courts also form an integral part of 
each book. Moreover, the first page of each chapter 
gives a detailed table of contents with page references, 

Extensive quotations from the law, the regulations, 
and court and Board of Tax Appeals decisions are, in 
the opinion of the reviewer, valuable additions to the 
descriptive material. The author points out inconsist- 
encies in the law and its interpretation and administra. 
tion, and traces many changes in the law and its inter. 
pretation. He also adds valuable critical comments on 
aspects of taxation which he considers bad either be. 
cause of the effects on business or because they violate 
proper accounting procedure. The author’s long experi- 
ence makes him particularly well qualified to make such 
comments, which add to the readability as well as to 
the value of the books. 

These books were designed as reference handbooks 
for those who must deal with current tax problems, 
They are equally satisfactory as textbooks for a com- 
petent student who is attempting to secure a solid 
working familiarity with Federal income, estate, and 
gift taxes. Even the casual student interested only ina 
survey of the field should benefit from an inspection 
of these books and a study of some sections in order 
that he may become aware of the amount of detail in- 
volved in a thorough knowledge of the subject. 


Dan THroop SMITH 
Harvard University 
Graduate School of Business Administration 


Advanced Cost Accounting. Charles F. Schlatter. (New 
York: John Wiley & Sons, Inc., 1939, pp. vii, 217. 
$2.50.) 


Professor Schlatter’s book is designed for use in the 
second semester of a full year’s course in cost account- 
ing, or for use in the second half of a single semester 
course with more mature students. It is intended to 
follow the author’s book “Elementary Cost Account- 
ing,’”’ though it can be used with other elementary texts 
on cost accounting. 

The book deals for the most part with standard costs, 
including flexible standard budgets, though there are 
chapters covering profit and loss arising from market 
changes, by-products and joint products, and interest 
as a cost of manufacturing. 

The author has purposely reversed the usual ap- 
proach to standard costs. As he states in his introduc- 
tion, “In this series of chapters the subject of standard 
costs begins with a study of their foundations i 
flexible standard budgets and ends with a study of the 
total standard cost of the finished product.” Professor 
Schlatter has had the benefit of the experience of 
several institutions in which his material has been used 
in mimeographed form and no doubt has found this 
approach effective. And it is likely that the author's 
treatment will in time become the usual approach to the 
subject. It assumes that a company should first know 
the costs of its business as a variable producing unit. 
In other words, that it should know its costs at various 
levels of operation, which in turn involves a knowledge 
of the effect of a change in volume on each item of cost. 
This knowledge is not only essential for effective control 
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of operations but out of it flows logically the standard 
product cost at an assumed volume of production and 
aknowledge of differential costs and the effect of volume 
on profits which are very useful in pricing the product. 

After an introductory chapter the book takes up the 
matter of expense distribution which the author dis- 
tinguishes from burden application in the following 
terms, “In the flow of cost data, distribution of expense 
ends when all expenses of the period have been dis- 
tributed, recombined, and redistributed so that they 
are all expressed as debits in the Burden accounts; and 
burden application begins, in the flow of cost through 
the accounts, only where expense distribution leaves 
off.” The chapter is concerned with the distribution of 
fixed and variable expenses and in particular illustrates 
bases of distribution of the expenses of various service 
departments. 

In Chapter III the control over factory expense is 
emphasized and comparisons of actual expenses with 
the flexible standard budget are presented. Matters 
concerning the flexible budget or flexible standards are 
woven into later chapters also and the material is well 
presented and carefully explained through illustrations. 

Chapers IV, V, and VI deal with burden application 
by means of standard burden rates. Among other things 
these chapters present admirably the question of the 
bases for standard rates with arguments for and against 
the different bases commonly used. 

Chapter VII treats of differential cost and the effect 
of volume on profits; subjects of importance that have 
not received sufficient attention from cost accountants 
in practice. 

Standard product costs, and standard costs in the 
books of account are presented in Chapters VIII and 
IX. The discussion on variances between actual cost 
and standard cost is especially good. Attention is called 
to the possibilities of further breakdown of these 
variances by use of the variable standards presented in 
earlier chapters. 

The remaining chapters cover the subjects mentioned 
in the second paragraph of this review. The usual 
treatment is accorded these subjects except for the 
chapter on profit and loss arising from market changes, 
a subject that does not appear in most books on cost 
accounting. The material presented in this chapter is 
interesting and indicative of the trend toward the segre- 
gation of profit or loss arising from market changes 
from what is known as “true manufacturing profit or 
loss.” In using this material the instructor might well 
contrast the methods illustrated in the chapter with the 
results obtained under the use of the last-in first-out 
and kindred bases of inventory valuation. 

Unlike the usual cost accounting text no forms are 
presented in the book. The lack of forms does not seem 
to detract from the effectiveness of the presentation 
though possibly some instructors would prefer to have 
forms included. Throughout the book significant points 
are illustrated carefully, often through the use of journal 
entries and “‘T” accounts. Problem material is presented 
at the close of each chapter and appears to be ample and 
well designed both to test the student and to force him 
to carry his thinking rather deeply into a subject in 
order to solve a given problem. 


The book is a distinct step forward in cost accounting 
texts and whether or not an instructor is in a position 
to adopt it for classroom use it deserves a place in his 
library. 

C. B. NICKERSON 

Harvard University 

Graduate School of Business Administration 


The Theory and Practice of Modern Taxation, William 
Raymond Green, 2d edition, revised and enlarged. 
(Chicago: Commerce Clearing House, Inc., 1938, pp. 
viii, 364, $3.50.) 


This is the second edition of a book which first ap- 
peared in 1933. The author is a judge of the United 
States Court of Claims and was chairman of the House 
Ways and Means Committee and chairman of the Joint 
Committee of the House and Senate on Taxation. The 
aim of the book, as stated in the preface, is to present 
the views of the leading economists with reference to 
taxation, a summary of the arguments and reasoning 
which support or contradict the principles which they 
advance, and to consider the effect of the imposition of 
the various forms of taxes “in order that the reader 
may not only have the benefit of the conclusions 
reached by economists but also ascertain the merits or 
defects of the various kinds of taxes from the results 
obtained in actual practice” (p. viii). 

Emphasis is on Federal taxation and national taxes 
in selected foreign countries, with very slight attention 
to state and local taxes. Judge Green has read widely 
and thoughtfully in the literature of taxation, and his 
statements of tax principles are satisfactory summaries. 
In comparison with the standard texts, more stress is 
laid on such important specific problems as those of 
income determination and tax avoidance. In many re- 
spects, the author’s experience leads to significant and 
useful comments which are not generally recognized, 
as, for instance, a statement that many of the com- 
plications in the income tax are due to attempts to se- 
cure greater equity and meet exceptional circum- 
stances, (pp. 69-73). Though in much of his appraisal 
of the effects of taxes he is inclined to rely on the au- 
thority of other writers, the emphasis on short-run in- 
cidence of sales and excise taxes is a welcome relief from 
the too common long-run equilibrium analysis. 

The comparisons of British and French taxation 
with American practice are particularly good. The 
treatment of those aspects of taxation which were of 
principal concern while the author was engaged in tax 
legislation, problems of capital gains and losses, col- 
lection and evasion, and the structure of the corpora- 
tion tax, gives less detailed information on the reasons 
for changes in the law than one might hope for from 
one in the unique position of Judge Green. His comment 
that “one of the first considerations in framing a reve- 
nue law should be its economic consequences but of late 
Congress seems to have proceeded with little regard to 
this principle” (p. 117) indicates his regard for the ef- 
fects of taxes. He condemns the undistributed profits 
tax of 1936 but believes the provisions on capital gains 
and losses in the Revenue Act of 1934 were good. He 
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that the treatment of gains and losses could not hinder 
investments in business because “it had nothing to do 
with profits made in carrying on a business” (p. 130). 
This position seems to take entirely too limited a view 
of impediments to investment. 

The new edition contains two new chapters, one on 
German taxation and a very short one on social security 
taxes, and a rearrangement of the material on the bur- 
den of taxation. In general the old chapters are brought 
down to date (October 1938) by the addition of new 
paragraphs to some chapters and more extensive re- 
visions in others. The revision is on the whole satis- 
factory, though some important new books have been 
neglected in the citations, and certain facts indicate 
that the revision was made over a considerable period 
of time rather than as a unified whole. Comments on 
the Revenue Act of 1938 are included. The new edition 
is about 100 pages longer than the original. 

Dan SMITH 

Harvard University 

Graduate School of Business Administration 


Bond Investment Policies for Banks. Proceedings of the 
First Annual Michigan Bankers Association Study 
Conference, Ann Arbor, December 9 and 10, 1938. 
(Ann Arbor: University of Michigan, 1938, pp. 34. 
$1.00.) 


The publication contains the following four papers: 

I. Some General Considerations in the Formulation 
of the Investment Policy for Country Banks, by L. R. 
Lunden. 


II. Bond Problems and Practices of Commercial 
Banks, by James H. Clarke. 


Ill. Banks and Their Bonds, by R. L. Armstrong. 


IV. The Outlook for Interest Rates, by Murray 
Shields. 


I. The bond problem confronting the bankers is 
‘for the banker to achieve through his own efforts the 
proper balance of safety, income and liquidity among 
the principal types of earning assets in the light of cer- 
tain conditions peculiar to commercial banking.” Be- 
cause the shift from loans to investments was not a de- 
pression phenomenon but a gradual development since 
the end of the world-war, the author is inclined to 
believe that the bond problem is apt to be relatively 
permanent. Should.this assumption, however, prove to 
be incorrect and should it appear that business will re- 
turn to the method of financing its requirements by 
borrowing from banks, the author would limit the in- 
vestments of country banks to United States Govern- 
ment bonds regardless of the earning problem during 
the period preceding the revival of commercial loans. 

The author quotes and reappraises eleven rules and 
explanatory comments issued in October, 1935 as a 
guide for bond investments in a study made to deter- 
mine the most common reasons for losses suffered on 
bonds by the national banks in Minnesota in the years 
1927-35. These rules are fundamental and should be 
followed in the main also by city banks. “Investment 
illiteracy” is not limited to country bankers. The rule 
that no concessions should be made to the earning prob- 
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lem of the bank at the expense of safety and liquidity 
of the investment is applicable to all banks. 

In discussing the rule: “Bonds of industries about 
which the banker knows nothing or about which he can 
find little information should be scrupulously avoided” 
the author states that country bankers ought to be pro- 
hibited from acquiring bonds of foreign governments 
and corporations with the exception of issues of the 
Dominion of Canada, its provinces and its private cor- 
porations. But no reason is given for the exemption of 
Canada. Nearness to the United States does not render 
an analysis of the credit standing of the obligor an 
easier task and has not prevented losses on Canadian 
corporate and even political subdivision bonds, 

The danger of capital impairment because of lack of 
adequate reserves against losses resulting from a de- 
cline in bond prices and a method of measuring the vul- 
nerability of a bank to fluctuating bond prices by means 
of a risk ratio, i.e., the ratio of the reserve for bonds to 
net risk bond account are presented in a lucid manner, 
The author supplements this discussion by suggesting 
a method of classifying bonds, followed by a schedule 
of rates of appropriation to the bond reserve account to 
be made at the time of purchase of the bonds. 

The importance of a proper distribution of securities 
on the basis of quality and maturity is demonstrated 
by an analysis of a badly managed portfolio. 


II. The author succeeded admirably in presenting a 
concise discussion of several practical phases of the in- 
vestment problem of a commercial bank. The first 
point stressed is the necessity of obtaining accurate and 
up-to-date information on securities before their pur- 
chase. While a careful analysis requires time and a 
bank may lose the chance of making a profit on “hot” 
deals, it will protect the bank against material losses 
that may be incurred on ill considered investments. 

In determining the purchase of a bond the bank 
should be guided by the following five principles: 


1. That no purchases should be made except pur- 
chases intended purely to buy income. 

. That the securities purchased should be safe. 

. That the securities purchased should be liquid. 

. That the securities purchased should not be sub- 
ject to wide fluctuations in market price. 

5. That the securities purchased should fit into the 

general plan for diversifying its assets. 


While the question of safety of principal does not enter 
the problem when purchase of United States Gover- 
ment direct or indirect obligations is contemplated, the 
relative marketability of various issues and eventual 
market fluctuations because of the size of an issut, 
maturity and coupon rate should be considered. United 
States Government obligations are discussed as an out- 
let for investing commercial bank funds under the 
following headings: the bill market, the rights market, 
the note market, the arbitrage market, the intermediate 
bond market, the long-term bond market and the guar 
anteed issues. This is followed by a discussion of secut 
ties of Government owned corporations, of m 


railroad, utility, holding company and industrial bonds 


as proper investment media for a commercial bank. 
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It is difficult to take issue with the general suggestion 
that a commercial bank should limit its investments to 
something less than 50 per cent of its deposits and that 
two-thirds of the portfolio should consist of Govern- 
ment bonds and the remainder of municipal and cor- 
porate bonds, with municipals accounting for the major 
part of the balance. A proper spread of maturities not 
exceeding ten years is an indispensable requirement. It 
is obvious, however, that the relatively small demand 
for loans and discounts from sound borrowers practi- 
cally precludes the achievement of the proposed dis- 
tribution of earning assets. 

Ill. This brief paper concerns itself mainly with the 
difference between money bonds and credit bonds and 
their respective place in the investment policy of a 
commercial bank. While the author admits that many 
question the suitability of credit bonds for investment 
by the average bank and that few banks ever found 
themselves in serious financial difficulties because of 
buying only high-grade bonds, he nevertheless believes 
that a “proper understanding of the nature of credit 
bonds can convert them into a profitable source of 
income.” 

“Proper understanding” means 1) that the bank 
should consider second-grade bonds a necessary evil; 
2) that under no circumstances should they exceed two 
and one-half times the bank’s capital funds less non- 
income producing bank property, provided that the 
other assets are not sensitive to more than ordinary 
risks; and 3) that they should be purchased in periods 
of depression and sold during periods of prosperity. 
Since the last provision requires perfect timing in buy- 
ing near the bottom and selling near the top, and since, 
as the author correctly states, timing in the investment 
field is a most difficult task, if not an impossible one, 
the conclusion would seem justified that the “average” 
a ought to abstain from investing in second-grade 

s. 

IV. By tracing the movement of short-term inter- 
est rates, the total loans of reporting member banks and 
of borrowed and excess reserves from 1919 to Septem- 
ber, 1938 the author shows that the level and fluctua- 
tions of short-term money rates cannot be explained by 
changes in demand for loans. There exists, however, a 
high degree of correlation between the supply of funds 
available for employment by banks (excess reserves) 
and short-term interest rates. This holds true also in 
several foreign countries. Thus a forecast of the move- 
ment of short-term interest rates depends largely on the 
outlook for excess reserves. 

The author is of the opinion that while the monetary 
authorities have the powers to reduce drastically or en- 
tirely eliminate excess reserves, no such action may be 
expected in the near future. Neither the sale of the gov- 
emment securities held by the Federal Reserve banks 
hor sterilization of large amounts of gold by the Treas- 
ury is likely to be undertaken at a time when the 
Treasury must borrow substantial amounts to cover 
budgetary deficits. The Board of Governors could ob- 
tain from Congress authority to raise the present legal 
limit of required reserves and wipe out thereby the 
excess reserves. But there is risk that such action may 
cause member banks to withdraw from the System. 
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On the other hand, the monetary authorities have 
the powers to add several more billions of dollars of re- 
serves, if they so desire, and they can utilize the same 
powers to counteract a large scale outflow of gold and 
hoarding of currency. Furthermore, the authorities 
showed no intention of eliminating entirely excess re- 
serves in 1936 when they reduced them to more man- 
ageable proportions. Hence, the conclusion that short- 
term interest rates will remain at very low levels for a 
considerable period in the future. 

By a careful array of actual and potential factors for 
and against a continuation of the present low level of 
long-term interest rates the author comes to the con- 
clusion that the outlook for long-term interest rates is 
uncertain. The suggestion is made, however, that the 
bankers “will find it advantageous to adopt invest- 
ment policies which will serve them well whether or not 
their guesses as to the outlook for interest rates and 
bond prices turn out to be correct.” 

Srpa HELLER 

New York University 

School of Commerce, Accounts, and Finance 


Accounting Manual for Counties of Tennessee. W. H. 
Read. (Knoxville: The University of Tennessee 
Record, 1938, pp. 127.) 


This monograph, published as Study Number 4 of 
the Bureau of Research, School of Business Adminis- 
tration of the University of Tennessee, is an excellent 
compilation of selected principles of government ac- 
counting in general use. And while originality for the 
work is claimed only in the application of these princi- 
ples to the problems of Tennessee counties as the writer 
found them, it is important that such studies be made 
if the program of the National Committee on Municipal 
Accounting is to realize its fullest significance. It is in- 
teresting to note that this study is paralleled by similar 
work being done by the League of California Municipal- 
ities. While admitting that ‘‘complete reorganization of 
county government is necessary before an ideal system 
of fiscal control can be established” the author be- 
lieves that recently enacted state legislation will permit 
Tennessee counties to centralize their accounting. The 
Manual has, therefore, been published with the hope 
that officials will use it as a basis for establishing a 
centralized system of uniform accounts throughout all 
counties in the state. 

The dedication of the work to the needs of a par- 
ticular locality in no way detracts from its value to ac- 
counting practitioners and students generally. Its con- 
tents include a comprehensive set of pro-forma county 
financial statements, which are explained in some detail, 
and several of the funds are supported with illustrative 
entries for the related transactions. Anyone with a 
general accounting background desiring a better famili- 
arity with government accounting could profitably 
spend several hours posting the entries to ““T” accounts 
and tracing them to the statements. However, by not 
furnishing illustrative entries for the one fund in the 
pro-forma statements which carries forward a “Re- 
serve for Encumbrances” from the preceding year, the 
author fails to explain his method of accounting for the 


| 
ity 
out 
nts 
the 
or- 

of 
der 
an 
lian 
k of 
de- 
vul- 
mans 
to 
ner. 
ting 
dule 
it to 
ities 
ated 
ng a 
e in- 
first 
and 
pur- 
nd a 
hot” 
osses 
bank 
pur- 
id. 
> sub- 
o the 
enter 
overn- 
d, the 
entual 
issue, 
nited 
n out- 
er the 
narket, 
rediate 
e gual- 
secuti- 
nicipal, 
bonds 
| 


200 


liquidation of such encumbrances; this method appears 
to differ from that used by the National Committee on 
Municipal Accounting in their publication ‘Municipal 
Accounting Statements.” In his “Statement of Appro- 
priations, Expenditures, and Encumbrances” for the 
Highway Fund, the author includes in expenditures for 
the current year the liquidation of prior year’s encum- 
brances and also applies against the appropriations the 
total reserve outstanding at the close of the current 
year. Under this arrangement the current appropria- 
tions should include provision for liquidation of both 
sets of encumbrances. The National Committee’s state- 
ments, on the other hand show in similar exhibits under 
“Encumbrances” only the net change in such obliga- 
tions during the period reported. This latter method, 
in effect, serves to supply an offsetting credit against 
the liquidation of prior year’s encumbrances included 
in the current year’s expenditures, and thereby obvi- 
ates the necessity for the provision of such amounts in 
the appropriations. Either method is, perhaps, equally 
valid but a knowledge of the significance of the differ- 
ence is important to officials, especially if the encum- 
brances are substantial. 

The Manual provides an interesting chapter on the 
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nature and use of accounting records required for a 
centralized county accounting system. The important 
supplementary section of 22 pages of illustrative ac. 
counting and related forms appears to have been over. 
looked in the table of contents. In the forms “Voucher 
Warrants Issued” and ‘‘Trustee’s Report of Warrants 
Paid” the author might have done well to have provided 
a space for indication of fund name and to have pointed 
out that separate reports should be prepared for each 
fund. 

The work also includes a comprehensive classifica. 
tion of accounts with decimal coding, outlines of 
budgetary, purchasing, storing, payroll, and auditing 
procedures. Since it is not, apparently, the intention 
of the author to do much more than acquaint his read- 
ers with the existence of such procedures he has pro- 
vided references for those interested, to more compre- 
hensive works on the subjects. 

The Manual reprints in full, as an appendix, the 
“Municipal Accounting Terminology” issued by the 
National Committee on Municipal Accounting. 


Linpstey H. Nos1e 
Tennessee Valley Authority 
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UNIVERSITY NOTES 


UNIVERSITY OF CALIFORNIA 
AT Los ANGELES 


The College of Business Administration has 
been admitted as a member of the American As- 
sociation of Collegiate Schools of Business. The 
examining committee of the Association which 
visited the university consisted of the following 
deans: Fichtner of Arkansas, Py.e of Marquette, 
and Adams of Oklahoma. 

The Los Angeles chapter of the California 
Society of C.P.A.’s accepted Dean Howard 
Noble’s invitation to meet with faculty and senior 
students in accounting on the campus on May 8. 
Professor Henry R. Hatfield spoke on “‘An Ac- 
countant’s Adventures in Wonderland.” 


UNIVERSITY OF COLORADO 


Herbert Morris, C.P.A., has been added to the 
staff. Professor Hermann C. Miller, national sec- 
retary-treasurer of Beta Alpha Psi, paid an official 
visit to the local chapter on May 6. Professor 
§.G. Winter, president of the American Account- 
ing Association, will be visiting professor during 
the second term of this year’s summer quarter. 


UNIVERSITY OF ILLINOIS 


A regional conference of the N.A.C.A. was held 
on the campus May 14 and 15. Cooperating with 
Illinois in arranging the program were North- 
western, Washington (at St. Louis), St. Louis, 
and Purdue. Professors Schlatter and Theiss were 
in charge of arrangements. 

Professor H. T. Scovill was asked by the 
S.E.C. to represent academic accountants in the 
hearings held in February and March in New 
York City in connection with the McKesson- 
Robbins case. He appeared before the Commis- 
sion early in March. 

Ralph E. Petering, a graduate of the Univer- 
sity, won the Elijah Watt Sells gold medal for 
receiving the highest grade in the November, 
1938, nationwide examination of the American 
Institute of Accountants. Benjamin Wise, also a 
graduate of the University, received honorable 
mention. James Wesley Huss, who was a class- 
mate of Mr. Petering’s, received the Sells medal 
for having the highest grade in the May, 1938, 
examination of the Institute. All three men also 
received gold medals from the Illinois Society of 
CPAs for their performance in the 1938 
examinations. 


UNIVERSITY OF INDIANA 


New courses offered this year are: advanced 
auditing, accounting systems, and accounting 


theory. The accounting club has held a valuable 
series of meetings during the past year. The sub- 
jects covered have varied and out-of-town 
speakers have been featured. 


UNIVERSITY OF IOWA 


The law relative to audit of public bodies has 
been amended so that school districts and certain 
cities have the option of securing the services of 
either state auditors or licensed practicing ac- 
countants. 

Professor S. G. Winter will speak at the Second 
Annual Institute on Accounting at Ohio State 
University, May 19. He will also address a nine- 
state regional meeting of practicing accountants 
at Des Moines, Iowa, June 1. 

The accountancy club has distributed a ques- 
tionnaire to all accounting majors who were grad- 
uated after 1923. The findings will be summarized 
and distributed to those who answered the ques- 
tionnaire. 


LOUISIANA STATE UNIVERSITY 


Miss Justine Mendelsohn, Associate Professor 
of Accounting, will return to active duty in the 
fall after a year’s sabbatical leave. The American 
Institute of Accountants will sponsor the Southern 
Regional Accountancy Conference at New Or- 
leans next fall. Daniel Borth, Associate Professor 
of Accounting, was appointed national member- 
ship chairman of the American Accounting 
Association. 

Phi Chapter of Beta Alpha Psi was installed on 
April 1, 1939, by Professor Hermann C. Miller, 
national secretary-treasurer. Thirteen under- 
graduates and eight graduate students were initi- 
ated on charter night. In addition, five practicing 
public accountants and one faculty man were 
elected to honorary membership. 


UNIVERSITY OF MONTANA 


Two meetings are being planned by the School 
of Business: a three-day conference for chamber 
of commerce secretaries, and a tax conference 
with the cooperation of the State Accountants 
Society. Professor Sanford is engaged in revising 
his book on applied accounting principles. 


NORTHWESTERN UNIVERSITY 


Professor C. M. Gillespie read a paper at the 
N.A.C.A. Regional Cost Conference held on the 
University of Illinois campus April 14 and 15. 
His paper dealt with ‘Control of Manufacturing 
Expense Through Budgets and Standards.” 
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Onto UNIVERSITY 


On March 27, Beta Psi presented a forum on 
accounting and other problems of the smaller 
business concerns. The speakers were W. O. Alli- 
son, W. S. Randall, and J. B. Heckert, and the 
meetings were spread over the afternoon and 
evening. 


UNIVERSITY OF OREGON 


Twenty-two students wrote the American In- 
stitute of Accountants examination last May. A 


two-year experience requirement must be fulfi 4 
before an Oregon certificate is issued to those 
pass the examination. 


UNIVERSITY OF TEXAS 


Professor F. F. Tannery has been given § 
leave in order to join the staff of the Public Ad’ 
ministration Service for a reorganization study 
of the State government of Rhode Island. 

Dwight Williams, C.P.A., with experience jg 
petroleum accounting, will give a course on that 
subject in this year’s summer session, 
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